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FOREWORD 


With this number, the Law Forum completes a decade of publication. 
As time goes, this is not very long, but institutions, like individuals, can 
profit by pausing in their rush into the future to glance back—to take stock, 
perhaps with justifiable pride, of their record of accomplishment; for self- 
examination, to see how future performance can be improved; and perhaps 
to count blessings and to honor those who made it all possible. 

During the past ten years the Law Forum has treated thirty-six topics 
in symposium form, from “Estate Planning” to “Businesses in Difficulty,” 
the subject of the first and fortieth numbers respectively. Some of these 
topics will be revisited in the next decade, for the law is changing and 
growing, but principally we hope to treat new subjects and to this end we 
solicit the suggestions of those for whom this publication was founded—the 
practicing lawyers of Illinois. In the next issue we hope to help our readers 
grasp the problems and opportunities which will increasingly confront 
Midwestern lawyers as the Great Lakes Basin develops into an international 
trading area after the opening of the deep-draft St. Lawrence Seaway; 
in the immediate future we shall present issues on the “Illinois Law of 
Damages,” “Oil and Gas Law,” “Illinois Discovery Practice,” and “Problems 
of Joint Ownership.” We invite your comments and suggestions. 

The hopes with which the Law Forum was launched have been realized. 
This is attested to not only by its large circulation, but also by the favorable 
comments of readers that indicate that the Law Forum is read and re-read, 
that it is used and re-used by the profession; and thus the chief purpose 
for which publication for the Law Forum was inaugurated has proved itself, 
and we assure you that this purpose—of informing and aiding the practicing 
lawyer—shall continue to be our chief aim. 

Words of appreciation are in order as we mark the end of the first ten 
years: First, to our many contributors, who have freely given of their time 
and energy to share their knowledge and the fruits of their research with 
their colleagues; To our subscribers, whose faith and faithfulness launched 
and sustained the Law Forum; To those who have served and are serving 
on the Advisory Council of Practicing Lawyers of the Law Forum, whose 
advice and support have helped give direction and dimension to our efforts; 
To Dean Albert J. Harno, under whose guidance the Law Forum was 
founded, and to Dean Russell N. Sullivan and faculty members, past and 
present, who individually, as a group, or as members of the Editorial Ad- 
visory Board have advised and aided the editors. To the founding editor, 
Professor John Cribbet, whose seven years of devoted service laid a sure 
foundation for the acceptance and continued success and merit of the Law 
Forum, a special word of thanks. 

Ten boards of student editors have, over our first decade, contributed 
immeasurably to the Law Forum and have gained knowledge and experience 
from participation in its publication. The man-hours that have gone into 
their notes, comments, and recent decisions are beyond counting. That it 











was time well spent is demonstrated by the comments we have received— 
very often we are told the student section is read first—and the performance 
in practice of former Law Forum editors. A number of our student editors 
have returned as contributors to symposia. 

When the topic was chosen for the present number, “Businesses in 
Difficulty,” in the Spring of 1957, the recession of 1957-58 was still ahead of 
us. With publication, the recession, while not yet entirely behind us, is on 
the wane. Thus, this symposium was not planned as the result of fore- 
knowledge of what was to come later that year, nor are the contents of 
this issue a result of that experience. We are not here concerned with 
the symptoms of national economic ups and downs, but with the symptoms 
and problems of individual ailing businesses, which are ever with us, recession 
or no. Our authors tell us what the lawyer, whatever his role in relation 
to the business, should know in order to keep business off the sick-list, to 
recognize symptoms when they occur, to apply first-aid when required, to 
know when major treatment is necessary and the forms it takes, and lastly, 
to minimize the effects of business difficulties or failure. The student note 
describes the role of the Securities and Exchange Commission in bankruptcy 
proceedings. 

We announce with mixed feelings of regret and pleasure that the Sum- 
mer, 1958 number, “Actions Under the Illinois Dram Shop Act,” and the 
Fall, 1958 number, “Illinois School Law,” are completely exhausted. Requests 
for both continue to be received. Please remember that a subscription is the 
only means by which you can assure yourself of a copy of the Law Forum, 
and that the ten-year cumulative index will be sent to subscribers of record 
as of July 1, 1959. 

Paut O. ProeHt, 
Editor, Law Forum 


RECOGNIZING THE PROBLEM 


BY JOHN E. BOETCHER* 


RECOGNIZING A STATE OF ILL HEALTH in a business is, in a num- 
ber of ways, similar to recognizing illness in individuals. Most unhealthy 
business situations, in fact, can be accounted for directly by the individuals 
involved. Abnormalities can occur in any and all of the parts of the whole 
being—in its external structure, in its internal physical processes, and in its 
more vital thought processes and networks. 

The medical and business diagnostician’s approach to recognizing un- 
healthy conditions also have some similarities. The diagnostician appraises 
against a background of knowledge having four principal routes for measure- 
ment and correction: first, a knowledge of what is normal and, by excep- 
tion, what is abnormal; second, a knowledge of basic symptomatic features 
to be thoroughly examined in all cases; third, a way of correlating abnormal 
features to identify the type and situs of the infection; and lastly, a knowl- 
edge of potential ways of treatment and the selection of one or more routes 
that best seem to fit the diagnosis established. 

Basic to the appraisal of an unhealthy condition is the requirement for 
knowledge of what to look for and what to do about it when the condition 
is identified. Even when the knowledge is available, accurate diagnoses and 
courses of treatment are often not easy to reach, unless emergency measures 
are directly indicated. More constructively and more often, however, it is 
desirable to identify the unhealthy conditions during their development and 
to take corrective measures which eliminate the infection and restore the 
patient to a healthy, vital role. 

Recognizing these situations is the problem confronting the reader. 
Helping to recognize them is the problem facing the writer. At the out- 
set of this article, then, it is necessary to bring these two problems into focus, 
and to accomplish this two assumptions have been made during its construc- 
tion. The first of these concerns the adoption of a typical relationship as 
characterizing the ways you work with business concerns, and the second 
subject concerns the adoption of an appraisal process consistent with that 
relationship. It is believed that the final article will in this way provide the 
most useful material to the greatest number of readers in this audience. 

As members of the legal profession you have a wide variety of relation- 
ships with businesses and with management people, the most usual of which 
results from the intermittent requirement for legal advice only on a specific, 
confined business problem. There is no practical way to lend business judg- 


* JOHN E. BOETCHER. B.S. 1937, Montana State College; Cost Engineer 
and Supervisor of Costs, General Electric Company (1937-1946); 
partner in the firm of Booz, Allen & Hamilton, Chicago. 


497 








498 BUSINESSES IN DIFFICULTY [Vor. 1958 


ment in the manner to be discussed herein without having a close, continuing 
relationship with a particular enterprise. 

Typical of such fruitful relationships are memberships on boards of 
directors, service as legal counselors to a company over an extended number 
of years, service as personal counselors to company executives, and mem- 
bership in a legal staff within a company. The first assumption, then, is that 
this article is written for those of you who hold continuing relationships 
with a particular company. 

In general, even such close relationships do not ordinarily involve op- 
portunities to scrutinize closely and in detail all the elements and facets of 
a business. This results from the great variety of interests, relationships, and 
problems that are an ordinary part of your professional activities. It evolves, 
also, because businessmen do not often require that you scrutinize closely 
their decisions, actions, and intentions, no matter what the relationship. 
And the practical fact is that there is seldom enough time available to do a 
complete job anyhow. 

The second assumption, then, is that your business appraisals will be 
made with (1) a top management viewpoint, and (2) limitations in the 
amount of information available for judgments. 

These two assumptions have been incorporated into the discussion 
which follows in two ways. First, a limitation has been imposed on its 
extent, and although a number of specific points are enumerated, they are 
thought to be only the most important of the more extensive considerations 
which might possibly be taken up in a more exhaustive treatment. Second, 
a broad, top management perspective is employed to match the top manage- 
ment relationship enjoyed. 

One more facet of the approach should be understood. While the sub- 
ject of this article is the detection of a sick business, the characteristics of a 
sick business are not enumerated, and the characteristics of a sound business 
are actually described. These more positive indications give the reader the 
standards of measurement he will want to apply. If evidence does not exist 
that the standards are met in a large measure, or if the opposite conditions 
are often found to exist, the prognosis for the business must be considered 
to be unfavorable. 


Tue EverypAy PrRoBLEM OF APPRAISAL 


Typical of situations in which legal counselors may find themselves is 
the following example. Assume that the chairman of the board, addressing 
the quarterly board meeting, made the following summary statement (in 
part): 

“You have in front of you our financial results for the quarter end- 

ing with September. I should like to highlight these results and give you 


the story behind the figures. 
“You will note that our sales have dropped about 7 per cent when 
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compared with the second quarter, and are down 4 per cent if compared 
with the third quarter of last year. This is a creditable showing when 
you consider that the whole industry is off, and in view of the fact that 
we found it necessary to replace two of our top sales people during this 
period. You will be pleased to know that we have succeeded in cadmium 
plating our widdlenut, which makes this product directly comparable 
with its principal competition and which gives us great hopes for the 
future. Our sales of this item, the principal product in our line, con- 
tinue to represent about 60 per cent of our total volume as they have in 
the past several years. We continue to hold our market position on it, 
justifying the decision made two years ago to avoid heavy research 
expenditures to replace it. We are, however, taking steps to modernize 
other products in our line. 

“Our cost picture shows equally favorable results. While our gross 
margin is off temporarily, due to the lower sales volume, we have been 
able to increase productivity both in the new plating setup and in several 
new machines we have bought for the plant. We expect that when 
these new installations are fully utilized, we will return to the margins 
we have experienced previously.” 


Members of the legal profession, serving as business counselors, are often 
called upon to judge whether statements such as those above reflect good 
performance or whether the company is heading for serious trouble. Un- 
fortunately, the above statements could apply to a company that is meeting 
the pressures of modern business and is progressing satisfactorily, but it 
could apply equally well to a company heading for dire consequences. The 
problem is that of deciding, in individual situations, which basic indication 
is present. 

The task is not an enviable one. Business judgments are complicated, 
and they become more so as a thorough understanding is gained about the 
factors that should be present in each decision. 

Essentially, the task of describing how to recognize a sick business is 
that of describing all the considerations used in our everyday consulting 
work. Short of writing a book, a comprehensive statement is not possible. 
It is practical, however, to identify principal routes and principal guideposts 
along those routes. 

Some difficulties are encountered when it is recognized that the resulting 
text must be made useful to people who are not in a position, and who may 
not have the time, to obtain an intimate and exact knowledge of a company’s 
internal operations in any great detail. 

These difficulties are compounded by the fact that the business contacts 
of this audience are innumerable; that they include wide variations in com- 
pany size; that they represent numerous markets and industries; and that 
they involve a broad spectrum of business philosophies and intents in the 
particular companies with whom these relationships are conducted. This 
complexity of interest is important in business analyses because it is our 
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experience that the conclusions of each business survey derive from the 
merits of the particular company in its particular environment, and that 
certain elements of uniqueness are of importance in each situation. 

It should be recognized, then, that certain limitations are proscribed in 
the content of this work. It is impractical to dwell on specific balance sheet 
indexes, or on cost, expense, and profit ratios as direct measurements of the 
effectiveness of businesses generally. The tabulation would be infinite if it 
were to accommodate important variations among types of markets, in- 
dustries, and company size. Specific numerical indexes are useful in a par- 
ticular situation, measured against its particular environment, but the use 
of general indexes in making business measurements of a particular enterprise 
is vulnerable, misleading, and often decidedly inappropriate. 

A further limitation exists in the fact that this article does not attempt 
to define the legal problem of when a corporation has committed an act of 
bankruptcy or is insolvent in the bankrupt sense. This matter is left to the 
lawyers and courts to decide, and is discussed elsewhere in this symposium.! 
This report far precedes such matters in point of time and hopefully may 
help to prevent them. 

Basically, then, the attempt will be made to identify the principal busi- 
ness characteristics essential to vitality and success, and to leave with you 
some criteria by which their health can be diagnosed. The tendency will be 
toward the over-all appraisal of important business factors, rather than the 
minute examination of any single company situation, or of any single com- 
pany part. You will find that a viewpoint having this breadth will most 
often agree with the perspective that is necessary to operate from the presi- 
dent’s desk. 


Tue Future Business SociETY 


In any measurement of the health of a business it is important that a 
good understanding of the characteristics and environment of the business 
community is present. These characteristics essentially define the general 
level of accomplishment that must be achieved by any successful company. 
They serve, therefore, to identify the qualities of a successful business and, 
by contrast, a business in trouble. 

Since World War II, industry has made enormous strides in producing 
new goods and materials. It has also succeeded in building a production 
machine that can make enough to satisfy today’s higher consumer levels, 
and also enough to assauge the pent-up demand that existed at the end of 
the war. The 1958 recession may make for a small, healthful adjustment of 
productive capacity, but it is more likely to create a growing hunger on the 
part of producers to feed once again to full capacity. Whatever its result, 
it cannot be expected to change basic forces of the industrial economy as 
the country moves into another, more prosperous era. 


1See Davenport, Businesses Beyond Help: Liquidation and Winding Up, infra p. 585. 
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A number of important facets that may be expected to characterize 
the future business climate are these: 

(1) acute competitiveness—created by the sheer necessity for volume 
production to stay above break-even levels, thereby creating the requirement 
on the company to market increased volumes profitably; 

(2) accelerated pace—a spectacular growth of the rate at which ex- 
ternal forces and events will affect a company’s business position, and the 
need to meet those forces head on; 

(3) market orientation—the growing need for marketing emphasis, to 
satisfy demands of the market more exactly, or better, to create new and 
larger demands for products through innovation; 

(4) rapid evolution—ever-changing conditions produced by human in- 
genuity, with the accompanying need for flexibility and resourcefulness to 
meet these changes; 

(5) labor emphasis—a growing difficulty in finding the most effective 
profit results for the money spent on men and machines, and in determining 
the most effective proportions in which men and machines can be used; 

(6) human inertia—initiative and the acceptance of risk are, on the 
average, less than dominant characteristics in our social order, yet companies 
will be required to obtain the full human contribution from its people; 

(7) legal regulation—a trend toward continuously greater govern- 
mental domination of the conditions and manner of business activities, re- 
quiring the adoption of attitudes and ways of working within this frame- 
work; 

(8) profit deterioration—the continuous pressure to produce profits out 
of the mounting squeeze between increased costs and resisted price levels, 
particularly on old line products; 

(9) management complexity—directing a business machine that can 
meet squarely the everyday mixtures of human, mechanical, and economic 
forces in whatever proportions they might be encountered; 

(10) realistic judgment—the ability to accept the forces at work, to 
categorize them, and to decide on effective courses of action to overcome 
them. 


In a word, while the developments of the next ten or twenty years 
might hold bright promise for the industrial economy as a whole, for the 
individual company they will produce management difficulties of increasing 
magnitude. 

Making certain and continuous progress in the face of this outlook will 
be a task of growing difficulty for any company. The vulnerability of any 
one business in this over-all industrial economy is increasing, and a con- 
stant awareness of the danger signals thus becomes more necessary. 

As a primary measurement, then, a business facing trouble is one that 
cannot be said to have the awareness, the resourcefulness, and the vitality 
to face this industrial picture in the future. While this is an over-all outlook, 
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it is of fundamental importance that a company have noticeable qualities 
of intelligence, aggressiveness, and competence at its command if it is to be 
considered to be in a healthful state. In other words, unless you can feel 
brightly optimistic about the company, start looking for what is wrong. 


CoMPANY CHARACTERISTICS 


To measure the success of a particular business or, conversely, to 
identify the dangers which develop, the total approach used here can be 
segregated into two broad categories, (1) basic evaluations, and (2) direct 
measurements. 

While the basic evaluations enumerated below are gross measurements 
of a business’s capability for success, as factors of business analysis they are 
among the most important available. Used effectively, they can determine 
the consensus of judgment on broad elements of the condition of a business. 
For our purposes here they provide a reduced number of points of analysis 
but give a comprehensive viewpoint. Finite measurements and intangible 
factors are both part of the direct measurements given below, and these fur- 
nish a more detailed basis for judgments. In total, the factors listed go far 
in providing the perspective of business analysis necessary to determine 
the relative chance of success of a particular enterprise. 

In all cases the appraiser is dependent on the extent and validity of the 
information he can put together when arriving at the judgments required. 
As a final step in this analysis, then, some specific types of management in- 
formation that are useful in business appraisal will be identified. 


Basic Evaluations 


The basic evaluations described below have been developed against the 
background of the type of industrial economy facing individual businesses 
in the years ahead. 


(1) Survival is dependent on doing better than the average performance 
of a particular industry. “Getting along” will be a most dangerous per- 
formance goal in the future. Attrition of the expanded business community 
has only started. It is increasingly true that a business cannot stand still 
without falling behind. A company must make continuous progress against 
competition to survive; it must do better than the average in its industry 
to have a chance to be a success, because the rough competition to be faced 
will be from companies in the better-than-average group. 

(2) A business depends entirely on the abilities of its people. The 
people in a company alone determine its success. Their knowledge, creative- 
ness, ingenuity, flexibility, resourcefulness, spirit, and togetherness will 
decide ultimately whether or not a company will succeed. They can be its 
most valuable, or its most vulnerable, asset. 

(3) Product evolution dominates business considerations. To the extent 
that the past ten years served primarily to satisfy existing demand, business 
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was relieved of the necessity for new product innovations. Yet never in a 
similar span of years have such strides been taken in the marketing of new 
products. New product life expectancies in consumer goods now run from 
two to five years. New products are also expected to be the predominant 
factor in company growth, and major companies anticipate from fifty per- 
cent to ninety-five percent of their growth in the next few years will come 
from newly-marketed products. (These conditions were revealed in a 
comprehensive study on new products completed by the management re- 
search department of our firm.) 

(4) Modernization is the keynote in management practices. In no sense 
does this mean the adoption of the full gamut of scientific management 
processes. Rather, it recognizes that mounting business pressures ultimately 
require formalizing enough management processes, and keeping them con- 
tinuously modern, to allow adequate management attention to be given to 
out-of-line conditions. 

(5) Cohesiveness maximizes individual accomplishments. Starting from 
a firm understanding of what the company is trying to accomplish, the 
unification of all company efforts in that direction is essential. Conversely, 
a failure to build teamwork out of individual efforts reduces the effective- 
ness of company programs, dissipates the attention of its management, and 
wastes its human resources. 

(6) The chief executive in a company is the appraisal focus. Over 
twenty years ago, when I started my business career in the General Electric 
business training course, I was told: “When you find a business situation in 
trouble, look first at the man at the top.” The same thought is appropriate 
now, and will continue to be. The chief executive is the focus of authority; 
he must also be the focus of accountability for company actions. An alert- 
Ness to top management capacity and effectiveness is an essential ingredient 
in appraising a business. Leadership will be a decisive factor in future 
success. 

(7) Information is essential to the exercise of judgment. As business 
consultants we probably derive more income from helping to correct situa- 
tions that arose from the use of faulty information than those which grew 
out of individual human frailties. Modern business complexity demands the 
use of adequate information in making decisions: first, having the scope and 
perception to assure consideration of all important factors in a decision and, 
second, having the accuracy and depth to assure reliability. When a con- 
sistent supply of adequate information is assured, the incidence of faulty 
management judgment is sharply reduced. 

(8) Avoid the dissipation of individual efforts. A recent study on “The 
Management of Research and Development,” made by our management re- 
search department, clearly indicates that the shortage of technical help ap- 
parent since World War II would have been reduced considerably if in- 
dustry had found ways to maximize the technical skills available rather than 
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having dissipated substantial amounts, as was the actual case. In the market- 
ing area, to the extent that a seller’s market prevailed, a like condition must 
also have been true in many instances. Because progress is decided by the 
collective abilities of all employees, no company can long afford the luxury 
of incompetence, nor the wasting of any sizable part of the capacities and 
abilities of its competent people. 

(9) Intangible considerations require due weight. A recent engagement 
of our firm had to do with an over-all determination of what to do with a 
particular segment of a client’s business. Market opportunities, profitability, 
management capacities, costs, productive capacities, the effects of this seg- 
ment on other parts of the business, and other more-or-less tangible factors 
were all explored. The conclusion was reached that the company should 
dispose of this particular product line having a sales volume of $5,000,000. 
However, when considering how to make the move, the intangible effect 
of the loss of dollar revenue and dollar profits on stockholders, and on the 
market generally, became a prime consideration, in view of the company’s 
continuous record of successful, accelerated growth. In the final decision 
this intangible was sufficiently important to become a prime factor in setting 
the timing of the eventual move. In situations generally, other intangible, 
important factors include company stature, morale, philosophies, and in- 
dividual recognition. 

(10) Sentimental attachments are non-productive business expenses. 
This critical viewpoint in no way intends to convey a coldness toward the 
human considerations in an enterprise. These must be given their full 
measure and it is the author’s actual impression that most businessmen have 
a sincere and constructive approach toward employees and their contribu- 
tions to the company’s success. Potentially expensive, however, are attitudes 
expressed by “the things (products) we have built the business on” and “the 
way we have always done things.” Good experience can be fruitful, but 
such expressions should always be considered suspect in view of the basic 
evolution taking place in modern business. 

(11) Defined courses of action are essential. Company objectives 
identify what its expected accomplishments will be. Policies define the 
manner of company operation. Plans and programs show the means the 
company expects to employ in reaching its goals. In future years it will be 
essential that these management “ingredients” exist, spelled out in a positive, 
thorough fashion. Companies will no longer be allowed to drift along; to 
the extent that they do so they will be highly vulnerable to the positive 
approaches of competitors. A company must know what it intends to do for 
several years ahead, the routes for that accomplishment must be specified, and 
action along those routes must be controlled. 

(12) Vision should be tempered by realism. The quality of creative 
vision may become more important at top management levels. This is par- 
ticularly true when size and complexity are added to a particular enterprise. 
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. By itself, however, vision may result in large, unproductive expenditures of 
human talents. When coupled with realism—facing the facts of what the 
company can do and must do—and buckling down to the hard tasks of 
establishing the route and making sure it is followed, vision becomes a prac- 
tical quality of advanced leadership. 

In enumerating and describing these points, it is recognized that they in 
no way cover the full spread of management requirements in future years. 
They are not intended to do so. Rather they have been selected as points of 
particular vulnerability to be watched closely by management people and 
their counselors. Pitting company strengths against the more brutal forces 
anticipated, and making worthwhile progress, will demand the awareness 
of these requirements and their acceptance as part of the task. 

From your vantage point, having a concern for the welfare of one or 
more companies, and having a desire to make a constructive contribution, you 
will have the task of watching company actions and assuring that these basic 
requirements are fulfilled. If they are not, your company is heading for 
trouble, although it may not show the symptoms of acute illness for some 
time. 


Direct Measurements 


In a more specific way, what are the symptoms you should be looking 
for, in your efforts to keep a company healthy? Specific items are listed 
below, segregated by management subjects. Once again, they are selective, 
intended to deal with symptoms that will most surely characterize a business 
headed for trouble. They are phrased as questions, in the same spirit as the 
appraisal you will conduct. In all cases an affirmative answer should be 
reached if the company is well run. 


Basic Planning 


(1) Has the company committed itself to accomplishing specific im- 
provement tasks this year, and has it agreed on its basic goals for the next 
several years? 

(2) Will these tasks require extending the capacities of company 
people, but are they also within practical limits of the company? 

(3) Are there specific nearby plans and programs available for meeting 
short-range goals? 

(4) Is a basic course defined for meeting long-range goals? 

(5) Are these plans comprehensive, i.e., do they incorporate require- 
ments for people, facilities, processes, capital, profits, and do they cover all 
functions of the business that will be involved? 

(6) Have specific assignments of responsibility been made to manage- 
ment people for conducting the various parts of the programs, and are these 
assignments correlated? 

(7) Does the company have defined, understood policies governing its 
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manner of operations? (Their existence allows people to work constructively 
and removes much of the internal traffic from top management offices.) 

(8) Have business risks been appraised realistically in the company 
plans, and are alternative routes defined for meeting contingencies? 

(9) Is the company positively oriented toward increasingly better 
profit performance? 


Top Management 


(1) Do you have full confidence in the business judgment of your top 
management people? 

(2) Do you have evidence of constructive, purposeful attitudes on the 
part of management towards business problems encountered? 

(3) Is the chief executive respected by his subordinates? 

(4) Is the chief executive realistically enthusiastic about his manage- 
ment team? 

(5) Do you sense continued vitality as a basic attitude of management 
(as contrasted to weariness) ? 

(6) Is there an absence of continuing, known problems of the business 
which have not been satisfactorily answered over a long period of time? 

(7) Are there known plans to build successors to top management 
people? 

(8) Are there age gradations in top management to enable it to build 
succession? 

(9) Are changing conditions faced as a challenge, without strong re- 
sistance and resentment? 

(10) Do your executives honestly enjoy their work? 


Products 


(1) Are the company’s products thoroughly and realistically appraised 
against competitive products? 

(2) Do you know what new products the company is coming out with 
in the next two years? 

(3) Are there indications of other new products in the future? 

(4) Are product lines undergoing modernization constantly? 

(5) Are product decisions being made on a realistic appraisal of specific 
information on market potentials, profit potentials, and capital requirements? 

(6) Do you have at least some products in which you have distinct 
market or technical advantages? 

(7) While identified new products are being evolved, are there periodic 
appraisals of the market and profit acceptability of these particular products? 

(8) Are all functions of the business new-product oriented, and is 
there a feeling of cohesiveness in this attitude? 

(9) Have you set a pace that is difficult for competitors to meet? 
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Marketing 


(1) Does the company have a successful record of entering new 
markets, and are other market penetrations planned for the future? 

(2) Are the company’s distribution channels sufficiently related to 
provide over-all strength? (If they are widely diverse, the requirement 
is that of assuring independent strength and profitability in what might 
become a number of different businesses. ) 

(3) Are marketing programs well defined and are costs budgeted and 
controlled? 

(4) Do you have any realistic measures of the effectiveness of pro- 
motional and advertising expenditures? 

(5) Is your top-marketing executive a good businessman or only a 
good salesman? 

(6) Does your business activity level depend on personal relationships 
with the trade, or is it more firmly grounded on product acceptance, price, 
service, etc? (If it seems to be the former, make very sure it is essential 
in your business, rather than merely convenient.) 


Personnel 


(1) Do you have identified standards for the hiring, promotion, 
transfer, or termination of employees at all levels of the company? 

(2) Do you have performance standards at all levels, understood 
by both the subordinates and their superiors? 

(3) Are the processes available —and utilized —for measuring per- 
formance, for salary and other compensation adjustments, for promotions, 
for handling personnel problems, and the like? 

(4) Are you serious about management development, rather than ex- 
pecting a few training meetings to do the job? 

(5) Does your company approach motivating its people through its 
philosophies and practices, and the opportunities it offers, as well as through 
compensation? 

(6) Is the company competitive in being “a good place to work’? 

(7) What are your turnover conditions, at all company levels, and have 
causes of high turnover been honestly evaluated? 


Technical Competence 


(1) Are research and development expenditures recognized as essential 
costs of the business? 

(2) Can research and/or engineering create the products your markets 
need, designed for profitable production? 

(3) Do you know what you are getting for each research dollar? 

(4) Is research concentrating its attention on products essential to the 
markets in which the company is interested? 
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(5) Does basic research, or “pure” research, have a place (payout) in 
your business? (If so, assure that it does not become a cover-up for un- 
explainable expenditures. ) 

(6) Does your research head have a sincere concern for the market- 
ability and profitability of products? 

(7) Are research projects continuously appraised for results against 
expenditures, and is there a hard-nosed attitude toward curtailing unproduc- 
tive work? 

(8) Can your plant(s) produce, at reasonable cost, all the products 
created? 


Control 


(1) Is there evidence that all elements required in the business decisions 
encountered have been identified by management and that they are con- 
sistently appraised? 

(2) Are there relatively few ordinary business questions that cannot 
readily and specifically be answered by management when asked to do so? 

(3) In your company does control mean taking action, as contrasted 
with producing and reading reports? 

(4) Do you feel you really know what is going on in the company? 

(5) Are your reports specific enough to tell the story of how well the 
company is doing, and do you seldom find the need to seek out more pre- 
cise information? 

(6) Do you feel a part of a decisive, well-directed course of action, 
or do you feel that your actions are dictated by the necessity of meeting 
the actions of other companies? 

(7) Is control over company affairs located in the hands of the execu- 
tives responsible for those affairs? 

(8) Are major expenditures identified, categorized, and approved be- 
fore they are made? 

(9) Are expenditures, as made, closely watched for out-of-line con- 
ditions and are remedial actions initiated early? 


Taken totally, these measurements establish comprehensive operational 
requirements for a company. At the same time they express a business 
philosophy that is modern and constructive. Reduced to the character and 
scope required in any one particular enterprise, they can be practical guide- 
posts to the thoughtfulness with which a business is run. 

To appraise their existence or competence, however, requires the avail- 
ability of an essential management commodity—adequate information at all 
management levels. From the standpoint of operating a business, or from 
the standpoint of appraising it, good information has no substitute. 

From the counselor’s standpoint, either as one close to the top manage- 
ment level or as an outsider, good information means specific, condensed, 
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_ accurate, select information—information that is directly useful by giving 


a quick picture of the company’s situation and its changing aspects. 

Useful information may come to the consultant in a number of forms 
which are particularly helpful. These include indexes, trend analyses, 
graphics, and the management process of identifying and judging the ex- 
ceptions to a normal course of events. 


Tue Use or INDEXES 


There are innumerable indexes used in the appraisal of business ac- 
tivities but none are so certain nor so all-inclusive as to be independently 
usable without the exercise of judgment. Most of them provide only a 
single measurement of company effectiveness and many are interrelated. 
In all cases, some knowledge of the ways they are constructed is valuable 
in order to be certain that.the judgment employed has a factual base. 

The following list does not include business indexes commonly em- 
ployed, such as gross margins and working capital. It is sharply limited in 
number to other indexes found illuminating through long business practice. 


Net profit as a percentage of funds employed 

Dividend ratios (compared to general industrial levels) 

Market values of stock related to net worth 

Market values of stock related to net profits 

Percentage of sales represented by products jobbed, as compared to 
those manufactured within the company 

Extent of penetration in important markets 

Extent of market saturation 

Share of market 

Promotion and advertising (as percentage of sales) 

Price comparisons with competitive products (when coupled with 
specific comparisons of product features) 

Proportions of total product value added by the company (one measure 
of product vulnerability) 

Capital investment payouts 

Research and Development effectiveness—proportions of projects that 
payout; cost performance against estimates; proportions of total 
research cost on basic research, product development and produc- 
tion engineering 

Personnel turnover rates (by organization levels) 
Compensation related to competition (local comparisons for produc- 
tion workers; general business comparisons for management) 
Proportions of incentive compensation and extra benefits to base pay- 
ments 

Average executive age, by organization levels 

Inventory turnover ratios—raw materials, in process, and finished goods 
(better expressed as months of inventory on hand) 
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Such a listing of comparative data is virtually endless, because of the 
innumerable activities that can be measured and correlated. On a selective 
basis it is useful in particular situations for comparing company results with 
industry generally, with competition, or with the performance the company 
expected to achieve. From the standpoint of gaining company knowledge, 
the number of such comparisons should be extensive; from the standpoint 
of practicability, the number should be considerably more limited. This 
viewpoint considers the rather limited exposure you will normally have to 
a company and the necessity for effective use of the time expended. A good 
job can be done in limiting the information to that which is essential, but 
the selection should be made specific to your companies and their particular 
characteristics. 

Generally speaking, the ordinary information will be readily available. 
The task is that of getting enough specific data to get a quick, comprehensive 
look behind the facade of regular corporate financial statements. 


TrEND ANALYSIS 


A most significant approach to judging the health of a company con- 
sists in watching its performance trends rather than relying on the analysis 
of data which pictures only a particular moment in the company’s history. 
The cumulative effect of changes in the company’s performance pattern 
often has a more deadly effect on its health than the short-range ups and 
downs experienced by every business. Most of the indexes named above are 
more useful when portrayed as trends than they are when picturing a par- 
ticular moment. 

Only a few years ago we were called in during the waning years of a 
small company that manufactured horse-drawn farm equipment. Admitting 
the value of hindsight, it was still eminently clear that the company should 
have recognized its plight some five to seven years previously. Profit and 
sales performances had been declining for a period of ten years; margins 
had been decreasing and costs had been rising; but unfortunately no one in 
the company had taken this cumulative look at its plight. Year by year the 
performance deteriorated, although the change in any one year was quite 
moderate. The total effect, however, showed up as a continuous and ac- 
celerating trend when it was plotted. Even with this stark look, it was 
difficult to convince management that the market for their products was 
gone. 

This situation may appear ridiculous, because of the particular industry, 
but it is no more dangerous than situations in many companies today. It is 
not unusual to find managements watching declining profits and shares of 
markets in a particular product line, or even substantial, continuing declines 
in total markets, without taking direct action to change a predictable course 
of events. It is commonplace for companies to cling to the diminishing 
revenue long past the time when decisive action should have been taken to 
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_ rebuild the business, or to take the more courageous step of getting out of 


the particular business and replacing it with new products. 

The effect of trends can be demonstrated by another example. In a 
grocery supermarket a fall-off of profits of one-half per cent (of sales) in 
one year may be significant or it may represent a current market situation, 
particularly in meats. If, however, this profit decline would continue at the 
same rate for four years, few supermarkets could survive. 

Generally, small differences in net results are not disastrous. It is 
obvious that they can become serious if they continue, and good informa- 
tion on trends in the business is the route to identifying these danger signals. 

In another situation, where we were appraising the effectiveness of the 
incentive wage standards in a capital goods factory, it was clear that a 
number of departments had exceptionally consistent premium wage earnings 
(above standard) when plotted over a period of time. Within an over-all 
fluctuation of one percent or two percent, wage premiums held consistently 
at about thirty percent. Many individual earnings histories were also con- 
sistent with this level, and the variation among individual wages was only 
slightly greater. 

Our reaction was that the workers were “pacing” themselves, establish- 
ing a comfortable work pace consistent with high individual earnings. If 
this were true, it was probably also true that the standards were loose enough 
to allow it. This possibility was of considerable concern to the company, 
because, if true, it would result in exceptionally high labor costs. 

The true situation was revealed when the rumor reached production 
workers that order backlogs were declining rapidly and that work would 
be much scarcer in the following year. Incentive earnings, within a few 
weeks, reached forty per cent of standard and held there. 


Tue Use oF THE ExcePTION RULE 


It is not my intention to dwell here on the total subject of “manage- 
ment by exception.” The principle, however, should be understood, and the 
concern here is the production of information that allows management to 
utilize the principle effectively. 

Simply stated, the rule of exception implies that, if a company has 
identified goals and agreed-on plans for reaching them, its course can be 
controlled by identifying and concentrating on company performance that 
is out of line with these predetermined ideas. Its principal advantage is in 
the time saved executives, because they are able to work in depth on analyz- 
ing and correcting only those situations that need such help. Essential to 
the use of this approach, however, is the existence of good management 
practices, in particular in having a firm, precise knowledge of company ob- 
jectives and programs, and in having management information tailored 
specifically to identify exceptional conditions. 

In the counselor’s relationship with management it would be particularly 
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advantageous to have the above business practices employed. The limited 
time a counselor has available for each client company, the variety of com- 
pany backgrounds and industries encountered, the wide disparity in manage- 
ments—all of these dictate the advisability of being in a position where 
the intentions of each company are known and the performance against 
those intentions is clearly brought to light. 

Achieving this position is no mean task. Few companies produce good 
management information. Many companies produce a lot of information, 
many companies operate in spite of a deficit in information. Relatively few 
companies have taken the time to decide what information is needed, by 
whom, and then to produce precisely that information on a purposeful basis. 

In this paper it is intended only to point out that in efforts to obtain 
enough information for the judgments required, the most productive route 
is to concentrate attention on obtaining information on the exceptions from 
good performance. If this purpose is accomplished in some degree, the direct 
result will be better information on the danger signals in a company; efforts 
will be directed where they are needed; and the roles of adviser, analyst, 
and contributor to management decisions will be more comfortable. 

As a final word, require that the company produces information on 
exceptional events directly, in a useful form. Do not be held in a position 
of having to segregate the important information from the ordinary masses 
of information, thereby diverting attention from the company actions that 
should receive concentrated scrutiny. 

At this point it might be helpful to reappraise the statement of the board 
chairman described in the early paragraphs. In the light of the appraisal 
factors now enumerated, the indications of serious trouble in the company 
might be as follows: 


(1) The poorer performance in sales might be the continuation of a 
trend started over a year ago. In fact, the four per cent poorer showing 
might be an acceleration of the trend. Both unfavorable variances may be 
worse than the downtrend experienced by others in the industry. 

(2) The two sales people might have gone to competition and might 
be serious losses to the company. 

(3) The cadmium plating idea may express the difficulty that the com- 
pany has in keeping up with its competition; it might reflect a concentra- 
tion of research effort on an unimportant problem, having little actual 
effect on increasing the company’s market potentials. 

(4) The high percentage of sales in this particular product may make 
the company vulnerable in the marketplace, particularly in the face of in- 
dicated progress on the part of competition. 

(5) The retention of market position might mean that the company is 
still in fourth place, but it does not necessarily say that the company has 
captured its share of an expanding market, nor does it indicate any specific 
improvement in the actual market position held. 
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(6) The attempt to justify reduced research expenditures may alibi, 
and lie behind, a dangerously inadequate research effort. It may express 
that the company has not realistically faced up to the problems of how to 
use research effectively within the company’s financial resources, and how 
to assure that the company will have enough new products to remain compe- 
titive in the future. Maybe the company should be replacing this major 
product, and should be heavily involved in research in doing so. 

(7) On cost and margin results expected, it is entirely possible that the 
viewpoint given whitewashes a situation in which margin goals have been 
set too low, in which the company does not have specific ways set up for 
improving margins, and in which the measurements used to justify capital 
expenditures are incomplete and misleading. It should be recognized that 
very little information was given and it might well be a fact that to request 
more would prove highly embarrassing. 


The same data in the chairman’s address, however, might characterize 
a rather successful company. It is entirely possible that he is speaking of a 
company that has: 


(1) good planning, characterized by the way the company has moved 
directly against its principal product problem; by the way research ex- 
penditures are planned against the company’s needs; and by the several evi- 
dences that management deliberations have included consideration of future 
events and possible results; 

(2) product consciousness and market sense, as demonstrated in the 
concentrated technical efforts to improve the company’s principal product; 
the attention given to the company’s position in its markets; awareness of 
the need for product modernization; and by the good process of capitalizing 
on the company’s strength in a particular product line; 

(3) personnel competence, indicated by the forthright statements of the 
chairman giving a broad, but brief, look at the business in a competent way; 
and by the example of forthright action taken to remove incompetent sales 
people, even if the loss was felt; 

(4) technical competence, demonstrated by the improvement in prod- 
ucts and plant equipment to overcome unfavorable situations; and 

(5) profit consciousness, indicated in the factual approach taken to a 
temporarily unfavorable profit situation, in relating it to industry indexes, 
and in demonstrating that steps have been taken to improve it. 


This comparison demonstrates the reasoning that can be employed in 
business appraisal, as well as the necessity for good information to base the 
reasoning on. To the extent that the statement was directly factual, it was 
a good performance showing. If the underlying facts were revealed, how- 
ever, the whole complexion of the report might be subject to change. 

It is hoped that the analysis contained herein will in some way shed 
light on how this perception is achieved, At the risk of greatly over- 
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simplifying the problem, the wisest perspective will concentrate on these 
five basic elements of a business enterprise: 


(1) competent people; 

(2) modern, market-oriented products; 
(3) technological competence; 

(4) the wise use of money; 

(5) modern business practices. 


Almost everyone can tell when a business is in real trouble—when its 
financial condition is unsound or when profits are negligible or even non- 
existent. All of us, however, would prefer being in the position of helping 
to prevent a complete loss of business potency, rather than facing the task 
of rebuilding a defunct enterprise. 

In this article a number of standards have been identified as business 
requirements for the future. They are effective, therefore, not only to 
measure performance in a growing, healthy business, but also to identify 
businesses headed for trouble when it is apparent that the standards are not 
being met a good share of the time. 

If, then, a particular business is not strengthening itself now for the 
rigorous industrial economy that is coming; if it is not taking the specific 
steps outlined to assure its strength in people, products, technology, and 
modern business practices; if its management cannot demonstrate that it has 
a thorough, practical, and specific knowledge of where it is going and how 
it will get there—then you are looking at a business that is headed for 
trouble. 


VOLUNTARY ARRANGEMENTS 
TO SAVE A BUSINESS 


BY EDWARD J. McGOWEN * 


THE YEAR 1958 has reflected a continued rise in the number of business 
failures, a situation which gives rise to increasing alarm on the part of busi- 
nessmen, bankers, and their advisors. A recently published statistical study 
clearly indicates the extent of this increase in failures: 1 


Failure Rate 
Number of Total Failure Per 
Year Failures Liabilities 10,000 Concerns 
1952 7,611 $283,314,000 29 
1953 8,862 394,153,000 33 
1954 11,086 462,628,000 42 
1955 10,969 449,380,000 a 
1956 12,686 562,697,000 48 
1957 13,739 615,293,000 52 


That the trend of failures is continuing on the rise is indicated by the fact 
that through the month of July 1958, there were recorded 9,324 failures; ? 
this same failure rate, placed on an annual basis, would result in approxi- 
mately 16,000 failures for 1958. Similarly, the failure rate per 10,000 listed 
concerns had risen to 58 by July 1958.3 A substantial number of these fail- 
ures may well have been avoidable had management been able to recognize 
the symptoms in time and to take prompt and appropriate steps to rectify 
their cause. 

The management of a business today must be alert in the detection of 
the first signs of economic weakness, and, when they are noted, manage- 
ment must be prepared to act effectively and decisively. All too often the 
complexity or antiquity of the organizational structure of an enterprise 
impedes communication to such an extent that management is unable to act 
effectively to correct recognized weaknesses. The organizational structure 
of the business must lend itself to effective communication of the vital in- 
formation necessary to the exercise of enlightened judgment in the solution 
of business problems as well as to the prompt execution of managerial de- 
cisions with minimal internal conflict. This can be achieved only if lines 


* EDWARD J. McGOWEN. B.A. 1948, M.B.A. 1951, J.D. 1955, University 
of Chicago; Director, Program on Small Business Management, Uni- 
versity of Chicago; Tax Manager, Arthur Andersen & Co., Chicago. 


1Dun & Brapstreet, INc., THe Farture Recorp THroucH 1957 (April 1958). 

2 This figure was compiled from monthly statistics presented in various issues of 
Dun & BrapsTrEET, INc., Dun’s REviEw AND Mopern INbustry (New York). 

3 Dun & BrapstrEET, INc., Dun’s REview AND Mopern INpustry, Business FAILURES 
31 (Sept. 1958). 
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of responsibility and accountability are coincident with those of authority. 
The failure of communication within the organization may also result from 
the failure of over-all co-ordination of policy. In those situations where lines 
of authority and responsibility are not clearly defined, the information reach- 
ing management is as often redundant as it is lacking. This places manage- 
ment at a severe disadvantage in its attempts at the determination of a sound 
course of action. Similarly, the effectuation of policy in these circumstances 
gives rise to conflict among members of the organization almost as often as 
it results in complete failure of action. The key, then, to the decisive action 
which is necessary to save a failing business lies in a sufficiently clearly de- 
fined organizational structure to support effective communication and action. 

Difficulty in the communication of the necessary information also arises 
where management is not alert to its informational needs or is unable to use 
effectively such data as is available. All too often one finds the upper echelon 
of decision makers saddled with inadequate and poorly designed statistical 
data supporting highly complex business decisions. Management in com- 
mercial enterprises would be astounded at the number of small banks, for 
example, which keep complete and adequate accounting records but which 
seldom, if ever, prepare operating statements for the use of the bank officers. 
Similarly, the operational information which is prepared is often so delayed 
in its preparation that its significance in assisting management in current 
operating decisions is highly doubtful; it is of historical interest only. In 
order to bring about those changes required for the salvation of an ailing 
business, management must have current significant operating information 
and must be able and willing to use it. 

The businessman who sustains the cost of a complex and informative 
accounting system and looks only at the net profit figure reflected in his 
operating statements is only slightly less a probable candidate for receiver- 
ship than the businessman who maintains that “we’ve done it this way for 
sixty years and if it was good enough then... .” It is imperative that 
management be alert to changing economic conditions and be prepared to 
recognize the ultimate impact of these changes upon the operation of the 
enterprise. This necessitates constant inquiry into shifting market oppor- 
tunities, improved production techniques and the multitude of other changes 
which follow as vital and dynamic an economic system as exists today. 

Thus, the problem of saving a failing business, once the symptoms have 
been recognized, is largely one of effective communication and utilization 
of business information. This article will not attempt to deal with the im- 
provement of inadequate managerial personnel (the solution to this is rather 
obvious), but rather with the improvement of operations through improved 
communications within the organization, with resultant operational improve- 
ments, and with those arrangements which may be available whereby the 
sick business can temporarily defer the heavy demands of creditors upon 
a waning supply of cash, 
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Three separate approaches to the problem will be explored in this 
article: functional or operating improvements; accounting or informative 
improvements; and financial arrangements. 

In the area of functional improvements, consideration will be given to 
those aspects of an operation which are directly determinative of profits. 
Management must ascertain to what extent the available market for the 
product is being effectively exploited and what steps can be taken to broaden 
these markets. This may be achieved by extension of the market through 
the development of new consumers or through the discovery of new uses 
for an existent product, or the extension of the market through the de- 
velopment of new and diversified products. Either solution requires that 
management have a complete understanding of the pricing structure within 
its market and the ability to exploit fully the market through capable 
utilization of the existing marketing channels. Obviously, unless the product 
is being sold at a price less than cost, an increase in sales must result in in- 
creased profits. A second aspect in the area of functional improvement to 
which management must direct its attention is that of cost reduction. When 
the difficulty is first recognized, it is imperative that management under- 
take an intelligent and workable program to reduce expenses wherever 
practicable. To a great extent, the success or failure of the attempted 
resuscitation will turn on a timely and sophisticated program for cost reduc- 
tion in those areas where the resultant sacrifice is minimal. 

The second major area of consideration is that of accounting and in- 
formative improvements. The framework of the accounting system of an 
enterprise is such that it cannot only provide important information for 
management purposes but it can also provide effective operating controls. 
The apt utilization of accounting procedures by management will not only 
give rise to enlightened policy decisions, but it will also lend itself readily 
to the effectuation of these decisions. The system, if current and reliable, 
can provide among other things: 


(1) accurate projections such that management can anticipate cash, 
inventory, and other operating requirements; 

(2) a fair cost picture of the product which can be of inestimable value 
in competitive pricing and similar determinations; 

(3) controls over theft, waste, and inefficiency, which can result in sub- 
stantial cost reductions as well as provide management with prompt informa- 
tion as to areas of weakness; and 

(4) assistance in complex managerial determinations through the appli- 
cation of mechanization. 


The accounting system is the nerve center of a business, tabulating, collating, 
and colligating information from a vast number of interrelated transactions. 
A failure in this system results in imperfect information, a fallacy in the 
system, in inaccurate information. The stability of the business enterprise 
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is to a very great extent dependent upon the reliability of this information 
from the standpoint of both theoretically truthful and clerically accurate 
reporting. 

The last of the three areas of treatment in this article will deal with 
the most immediate problem of the business in difficulty, that of providing 
some means through which current funds can be provided to sustain the 
operation through the period of transition. In substance, there are three 
types of arrangements for the provision of funds which are available to the 
entrepreneur in these circumstances: 


(1) short-term financing; 
(2) long-term debt; and 
(3) equity financing. 


In the determination of which method might be appropriate in a given situa- 
tion, careful consideration must be given to the respective advantages and 
disadvantages of each, as well as to the financial needs of the business from 
the standpoint of time. There are an infinite number of variations in this 
area and the selection of the financing avenue most suitable for the needs 
of the particular endeavor is of prime importance. Here, again, the action 
must be prompt and decisive, but it must also be carefully geared to carry 
the enterprise over its period of tribulation with a modicum of incon- 
venience. Attention in this area will be directed only to those arrangements 
which will provide the necessary financial stability without disrupting 
ownership or control. 


FUNCTIONAL IMPROVEMENTS 


Sales 


The opportunities for improving the selling function of a company rest 
in the first instance on the ability of management to expand sales both 
through the introduction of new products and through the diversification 
of markets served by the company. Overlying this basic managerial goal 
is the need to increase the effectiveness of the sales personnel, not only to 
meet expanded opportunities, but to maintain the company’s current market 
position. 

In considering the introduction of a new product, a company en- 
counters several problems. First, there is the decision as to what items the 
business can competently, and thus profitably, produce and market. One 
of the principal reasons for business failures is inadequate thought given 
to this primary question. Next, a decision is required as to which of several 
potentially profitable products the company can produce with the minimum 
investment. In this regard, the company must give thought to the possi- 
bility of utilizing wastes of the principal product through the production 
of by-products. If waste, the disposal of which formerly represented a cost 
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to the company, may be converted into a salable product at a reasonable 
cost, the company has created revenue to the extent of the difference be- 
tween the cost of disposal and the selling price of the by-product. For in- 
stance, the success of the meat packing industry in utilizing nearly the 
entire carcass of the animal in order to produce many profitable by-products 
is proverbial. The chemical and the lumber industries have also been par- 
ticularly successful in this area. 

In considering new products, attention must also be given to those items 
which can be produced with the present plant and equipment of the com- 
pany. Obviously, the development of such items, if possible, will minimize 
the capital investment necessary to produce the article, and thus minimize 
the financial risks of entering a new field. 

Related to the utilization of existing plant facilities is the utilization of 
existing distribution channels and existing sales forces. If the new product 
can be fitted into the company’s established markets, the problem of product 
acceptance is partially solved since acceptance of the company’s existing 
products will form a base upon which the new product may be introduced 
to the purchaser. 

Perhaps the greatest problem in marketing a new product is “buyer 
resistance.” As noted, if the buyer has had prior satisfaction with the 
company, the resistance to the new product is partially overcome. If, on 
the other hand, the company is entering a market cold, “buyer resistance” 
can only be overcome by the following procedures: 


(1) the assurance of a superior product; 

(2) the assembly of all possible facts on the product’s advantages 
coupled with the frank recognition of any limitations by management; 

(3) the education of the sales force and the distribution channels on 
the product’s capabilities; 

(4) a co-ordinated advertising and public relations campaign to publi- 
cize these capabilities; 

(5) the co-ordination of servicing facilities and/or supplies with the 
initial sales campaign.* 


Market diversification should be considered by all companies, whether 
or not they are in a position to expand sales through the issuance of a new 
product. Many small businesses which sell a substantial portion of their 
output to one or two buyers are in a precarious dependent position. Such 
companies can find themselves devoid of bargaining power and thus effec- 
tively controlled by their principal purchaser. Also, the loss of this pur- 
chaser could seriously curtail the company’s operations and even result in 
the failure of the business. This situation is particularly prevalent today 


4 AMERICAN MANAGEMENT Ass’N, Marketine Series No. 85, Crockett, Creating a 
Market for Your Product 10 (1952). 
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within the automotive industry. The “profit squeeze,” on the leading pro- 
ducers has forced them to re-examine costs and to cut them wherever possi- 
ble. Thus, suppliers, many of whom do business solely with one leading 
producer, are certain to feel the repercussions of this situation, and to find 
practically their entire business affected by the reaction of their one market. 

In undertaking a program to increase or diversify sales, the effective- 
ness of the sales force should be critically examined. Although this aspect 
of the business is often said to be under constant appraisal by management, 
the fact of appraisal is not nearly as important as the approach to the method 
of appraisal. 

The appraisal of a sales force should be set up on a formalized basis 
with definite standards against which each individual salesman may be 
judged. The use of rating forms which are periodically reviewed with the 
individual providing for the correction of any weaknesses on a continuing 
basis, the adoption of training meetings for familiarizing the salesman with 
the desired presentation of the company’s product and for instruction in 
the advantages and uses of the product, are generally instituted by com- 
panies. However, too often, the only criterion for appraisal is the success 
or failure of a salesman to meet a quota, set up on an arbitrary basis. Ex- 
perience has shown that the “quota method” generally does not have any 
lasting effect upon the growth of the company or upon the development 
of the sales personnel. For effective appraisal, something more is needed. 

In the attempt to understand the effectiveness of its sales force, some 
companies have made use of time and motion studies. The Atlantic Refining 
Company utilized this approach with great success.5 Briefly, the study con- 
sisted of two phases: (1) a statistical analysis of sales reports, and (2) a time 
and duty study of sales personnel. The statistical analysis provided informa- 
tion on the salesmen’s load in different marketing regions. The lack of uni- 
formity in servicing accounts was studied and it was found that small ac- 
counts in some cases were requiring as much or more time to service as 
large accounts. In such a situation, the gross profit on small sales was not 
enough to cover handling and delivery costs. Also, it was disclosed that a 
relatively large volume was concentrated in a small number of accounts. 

The time and duty study was carried on with the full knowledge and 
co-operation of the sales personnel. The selling function was broken down 
into numerous categories and the time devoted to each category was re- 
corded over a period of time. This, in turn, was related to the number of 
sales consummated in each of the categories. 

This study gave the Atlantic Refining Company information which 
tended to point up the more effective sales method and its frequency of 
use. Armed with this information the company was able to demonstrate 


5 AMERICAN MANAGEMENT Ass’N, MARKET: 6 Series No. 84, Hall, Setting Standards 
To Improve Sales Performance 28-36 (1952). 
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to the salesmen the most effective methods as revealed by the study and to 
request that these methods be followed by its personnel. As a result of the 
study, definite sales standards were established which aided the company 
in increasing its sales through directing sales effort to more effective selling 
techniques. Furthermore, the company was able, among other things, to 
reduce costs with the establishment of minimum order amounts and with 
the elimination of nonselling work by sales personnel. 


Production Costs 


The cost spiral with which business is faced today has caused a major 
re-examination of industrial costs in order to minimize the effect of these 
increases. Cost factors are having more and more influence upon executive 
decisions in an economy which seems bound to a continuation of the in- 
flationary forces. An area which offers a great opportunity for cost reduc- 
tion is that of production. Control of production costs has as its basic 
objective the efficient operation of the plant and the economical use of the 
inventory. A good production control system will prevent or minimize 
delays and losses which result from material shortages, idle time, overtime, 
unbalanced inventories, inventory obsolescence, and excessive inventory 
carrying and material handling costs. 

Such a program is accomplished mainly by scheduling both work within 
a department and the flow of work between departments, so that no one 
operation or department is overloaded while another is idle. Determina- 
tion of the scheduling procedures that produce the optimum result involves 
computation of “lead time”; that is, the time required for an operation to 
produce the product. Setup time and other preproduction costs are an inte- 
gral part of the over-all procedure. “Setup time” can be defined as the time 
required to prepare or set up the department to handle a job. The costs in 
connection with this can be very substantial in some industries, and con- 
sideration of a minimum run or order should be established to spread the 
cost over a maximum number of units. 

The problem of inventory control is very closely allied to production 
control. The “make or buy” decision is being given close consideration 
today as an area where substantial savings may be obtained. The basic 
determination in a “make or buy” situation is to compare the acquisition 
cost (purchase price) with the cost of manufacturing and of carrying the 
item, in order to select the cheaper method. “Make or buy” decisions can 
also be influenced, to a great extent, by the desire of management to keep 
operations going and retain skilled employees or to employ idle capital or 
manufacturing facilities. 

There are several approaches that management can take in a program 
of cost control or cost reduction. However, the adoption of any single 
approach without prior detailed analysis of the long-run effect on the com- 
pany will generally prove unsuccessful. At the time a cost reduction pro- 
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gram is being considered, a company should carefully scrutinize its man- 
agement personnel to determine whether they are capable of and have the 
technical information necessary successfully to carry out a program of this 
kind. 

The use of outside consultants should not be overlooked at such a junc- 
ture. Although expensive, generally the cost of utilizing outside technicians 
can be justified for several reasons. Principally, an independent consultant 
brings a fresh approach to the company’s problem. Management, too often, 
tends to be bogged down in the daily business of the concern, while an 
outsider, with experience in other similar organizations, may be able to make 
suggestions previously overlooked by management. 

The first and most direct approach to cost reduction and the one which 
naturally comes to mind initially, is the straight across-the-board cut in 
expenses and/or personnel. This may temporarily accomplish the objective, 
but the long-run effect may prove to be negligible or even detrimental. 
This method may be effective, but it cannot help but affect good and bad 
areas alike. While excessive cost areas are cut, the areas of efficient opera- 
tion will be forced to reduce costs also, perhaps to a point where the opera- 
tions are seriously curtailed. Furthermore, the morale of the personnel may 
be seriously affected in carrying out this type of program. 

A second approach sometimes taken in a cost reduction program is to 
force costs in order to get a desired profit margin. This method does not 
consider the variable nature of costs and the changes that occur with a 
change in the volume of goods produced. 

Another popular method of instituting a cost reduction program is to 
measure the company’s annual costs against detailed industry cost averages 
and the costs as shown by prior years’ experience within the organization 
itself. Industry averages as a basis of analyzing expenses must be used very 
carefully because they are simply an average and the application to a specific 
company may be absolutely invalid. The costs differences among all com- 
panies within an industry are usually rather broad, depending upon the 
individual philosophy of management. The average expenses within an 
industry usually provide information which must be recognized as little 
more than a mathematical calculation. These industry-wide figures can be 
helpful, however, if the limitations noted are recognized. 

Similarly, the use of the company’s own past experience may not prove 
useful unless the changes in methods of operation, economic conditions, 
taxes, wage levels, and other such factors are recognized. The base year 
or years chosen as the yardstick may not have been any more efficient than 
the current year. The result of such a study may be simply a comparison 
of inefficient costs between years. 

An informed management group will view a cost reduction program 
as a continuing process. It must begin with a critical examination of the 
organizational structure and the efficiency with which it operates. Com- 








Winter] ARRANGEMENTS TO SAVE A BUSINESS 523 


. munication within the organization between management, production, fi- 
nance, and sales must be efficient and complete in order that the answers 
to the cost problems of the entire organization may be solved on a company- 
wide basis. A full program must be outlined and the detailed steps to be 
taken should be set out specifically. The responsibility in each area of the 
program should be assigned to an individual for completion, while the re- 
sponsibility for the entire program should be supervised by a team which 
has demonstrated an ability successfully to develop and install cost-saving 
programs.® 

Traditionally, organizations begin on a small basis; as they grow, new 
functions are added while existing functions are divided to meet the needs 
of the expanding business. The result of this growth process is often an 
overlapping of duties and responsibilities which, after a few years, prevents 
the full utilization of managerial time in a manner most beneficial to the en- 
tire company. Therefore, in a full program designed to stabilize costs, the 
basic policies and clear areas of responsibility and authority should be reduced 
to writing and distributed to the personnel affected. In connection with 
this phase of the program the full and continuing support of top manage- 
ment must be clearly demonstrated to the entire organization if the program 
is to succeed. Without this support, the lower levels of management will 
not co-operate to the fullest extent and the program will be viewed as a 
temporary measure that will pass with time. 


ACCOUNTING IMPROVEMENTS 
Responsibility Accounting 


A second step in a full program of cost review would require that 
accounting procedures and reports be carefully reviewed. Management de- 
pends upon such reports in guiding the business, in planning for its future 
and in delegating authority to subordinates. Therefore, a good management 
report should demonstrate the soundness of a plan by indicating whether or 
not the necessary organization was established, and whether or not the dele- 
gated responsibility was properly carried out. To achieve these objectives, 
the reports should be designed to present comparisons of what actually 
happened as against the predetermined or desired result. The reports should 
be prompt, simple, consistent, and factual. The possibility of eliminating 
reports, combining reports and reducing the number of copies of reports 
should also be examined. 

Reports must be established with control of expenses as the objective. 
Probably the best means to accomplish this is through the adoption of a 
budgeting and a responsibility accounting system. 


®Wyer, Practical Cost Reduction Is Programmed Cost Reduction, NACA Bull. 
Nov. 1954, p. 354. 
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Budgets are, very simply, a forecast of expenses based upon known 
factors that will affect the future operations. These factors include material 
prices, wage rates, levels of production, etc. Costs are estimated and com- 
puted on the basis of these factors. Responsibility accounting relates to 
budgeting in the manner in which the expenses are compiled. The expenses 
involved should be built up around the individuals responsible for expanding 
the funds. 

A responsibility accounting method views expenses on a functional or 
departmental basis rather than as categorical expenditures such as supplies, 
advertising, payroll, etc. A budget is set up at each level of supervision and 
the actual costs are accumulated on this same level for comparative pur- 
poses. Thus, responsibility accounting is useful in gauging the effectiveness 
of the cost reduction program during the different phases of completion 
and highlights areas where the program may have to be altered to meet 
changed circumstances. The sense of individual responsibility that this 
method of accounting creates can be of inestimable value. The foreman 
in the plant has a definite goal at which to aim and understands his position 
in the over-all program to a much greater degree than if the plant manager 
decrees a blanket cost reduction program to be carried out without regard 
to individual problems. A close follow-up procedure should be installed 
early in the program and continued throughout. 


Operations Research 


In recent years many new techniques have been developed in the field 
of cost control and in the general field of “scientific” management. The 
tremendous growth of industry within the past decades has placed the 
executive in a position of being required to make highly complex decisions 
at a moment’s notice. The rapidity with which decisions must be made often 
does not permit the executive sufficient time to evaluate fully all pertinent 
factors and their relationship to over-all company objectives. To aid the 
executive in overcoming this timing obstacle and to enable him to reach a 
sound solution, a method of applying so-called “scientific principles” to the 
problems has been developed, called “Operations Research,” or simply “O.R.” 
The basic premise underlying “Operations Research” is that the relevant 
factors of an operation can be analyzed and a result obtained which can be 
used to control the operation. 

O.R. attempts to solve business problems by using research methods 
and contemporary mathematics to identify and measure the relevant fac- 
tors of an operation (many of which were previously too complex to per- 
mit analysis) and to establish relationships among these factors which can 
be used to predict the outcome of alternative decisions. This approach dif- 
fers from previous methods in that it is primarily concerned with over-all 
company problems rather than the activities of any single department. “The 
operations of the company are viewed as a total economic process, and 
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- emphasis is placed on the co-ordination of information from all parts of the 
company in order to arrive at policies which will have the best effect on 
the over-all operations.” 7 

The principle of applying “scientific” research to the solution of prob- 
lems confronting executives has been well-established. Frederick W. Taylor, 
H. Emerson, and Henry L. Gaunt were leaders in a movement to apply 
“science” to industrial management so that decisions might be made on facts 
rather than on someone’s intuition or emotional reactions. Military science, 
for example, has long used the idea of applying scientific methods to strategy 
and tactics rather than following intuition. 

An O.R. team ordinarily consists of at least three members, two of 
whom are specialists in such fields as physical science, mathematics, account- 
ing, or engineering and one of whom is familiar with the technical aspects 
of the given problem. The sequence of the steps involved in accomplishing 
the goal can be briefly summarized as follows: 


(1) determining the goal of the operation; 
(2) describing how the operation works— 
(a) collecting all pertinent data; 
(b) measuring all critical factors; 
(c) constructing a simplified representation, or model, of the 
operation; 
(3) manipulating the model of the operation— 
(a) testing the accuracy of the model; 
(b) obtaining solutions from the model; 
(4) reporting results in clear, nontechnical language.® 


In the first phase, the team attempts to devise a clear, well-defined goal 
to be used as a measure of the effectiveness of the operation. At this stage, 
any conflict of goals as applied to over-all company policy usually becomes 
apparent. During the second phase, the team develops a simplified model 
of the operation containing only basic aspects of the operation. The pur- 
pose is to provide an understanding of how and why the operation behaves 
as it does. The model is tested during the third phase of the operation to 
determine how accurately it works. Results obtained from the model are 
compared to the actual performance of the operation. The effect on the 
model of any proposed changes in procedures must be determined during 
this phase of the work. 

The final phase of the work involves expressing the results of the work 
in nontechnical language. “It is essential that the operating executive under- 
stands and takes part, to some degree, in all phases of the work. Operations 


™Crouch, Operations Research, A Scientific Basis for Executive Action, Arthur 
Andersen & Company Chronicle, Oct. 1955, p. 281. 


8 Id. at 282. 
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research is no substitute for good judgment on the part of management. It 
only makes possible better and more effective judgment by showing the 
various courses of action open, the assumptions underlying each, the con- 
sequences of each, and the impact of any decision on other activities of the 
company. It is then up to management to temper the results of the work 
with sound business judgment and come up with a wise decision regarding 
the operating problems.” ® 

In general, problems which involve variables which cannot be measured 
are not amenable to solution through operations research. These situations 
prevail in areas where the effects of such intangibles as changing attitudes, 
prestige factors, and human satisfactions affect the outcome of decisions. 
In spite of these limitations, O.R. has amply demonstrated its usefulness to 
business and industry.!° 


The Merchandising Field 


Another very important tool has been developed called “Merchandise 
Management Accounting” (hereafter referred to as M.M.A.) as a basis for 
managerial action and cost control. The development of the approach to 
merchandising costs has resulted in an entirely new concept of retailing. 
Although not publicly introduced until January 1957, years of research had 
gone into the development of the study, and experimental store projects 
have clearly confirmed the conclusions." 

As a general preface to the approach which this new method takes, 
several observations should be made about retailers of consumer goods. 
First, the important decision-making level for retailers boils down to the 
individual item of merchandise. All managerial decisions must ultimately 
be reduced to this level.12 Secondly, under present practice, the need for 
financial information is not satisfied. To date, all financial information has 
been centered around the “organizational level” of responsibility, that is 
the selling functions, rather than being centered around the managerial 
functions.1® 

Third, the financial information required by management has been 
woefully lacking. Although available information varies considerably within 
the industry, most retailers have developed financial yardsticks for their 
merchandising operations. These measuring devices center primarily around 
departmental percentages as related to sales price. Experience has shown that 
significant differences in cost and profit relationships exist among individual 
items of merchandise within a selling department. When these differences 
are expressed as a percentage of sales they may be grossly misleading. Many 


9 Id. at 284-285. 

107d. at 291. 

11 Jones, Objectives and Basic Principles of M.M.A., J. Retatine 2 (Spring 1958). 
12 Jd, at 2-5. 

18 Tg, at 5. 
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.important costs incurred by a department are not affected by sales price, 
but are incurred as a result of a sales transaction. These costs should be 
shown in a dollar amount. For example, the cost of warehousing and de- 
livering a $200 refrigerator and a $400 refrigerator are the same. 

Many costs are incurred to a different degree for different items of 
merchandise carried within the same department. These differences arise 
from a number of causes including store policy, shopping habits, special 
handling treatment, etc. Cost may also vary for similar items produced by 
different manufacturers due to quality, markdowns, advertising expense, 
returns, etc. 

The main departure that M.M.A. makes from conventional retail ac- 
counting practice is to break away from the concept that gross margin is 
the most meaningful profit level for managerial evaluation. M.M.A. places 
equal importance upon the expenses of making a sale as it does on the cost 
of the merchandise itself. This new profit concept introduced by M.M.A. 
is the profit remaining after all variable costs have been deducted from gross 
profit and is called “controllable profit.” The “controllable profit” is that 
which is left to cover fixed expenses, the remainder being net profit. Fixed 
expenses are those expenses which will not vary with volume such as buying, 
occupancy, and administration expenses. 

“To accomplish our improvement goals, however, the controllable 
profit concept must be extended beyond the departmental level of sum- 
marization and reach down to the individual item of merchandise carried 
in the department.” 14 By approaching merchandise from the standpoint 
of the variable costs incurred, a “cost pattern” can be developed. Experi- 
ence has shown that there are relatively few cost patterns so that one pat- 
tern can be applied to many different items of merchandise within a selling 
department regardless of the selling price. The components of a “cost pat- 
tern” can be expressed in either dollar amounts per unit or as a percentage 
of selling price. 

The “controllable profit” developed through the application of M.M.A. 
can be interpolated into a return on investment by considering the “in- 
ventory turnover” factor. For the first time this gives management a sound 
economic foundation for decision making. 

The applications of M.M.A. for managerial purposes are very far 
reaching. In addition to providing profit information on individual items 
of merchandise, perhaps the greatest aid is in the information that will be 
available to buyers. This information should prove invaluable to buyers as 
they negotiate with merchandise suppliers, and regarding advertising allow- 
ances, discounts, freight, etc. The M.M.A. approach can effectively high- 
light excessive cost areas. Such cost data will also enable management to 
determine areas where sales emphasis should be placed. 


14 7g. at 11. 
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M.M.A., although very new, has been developed as a result of the 
realization of many leaders in the merchandising field that the present basis 
for making managerial decisions was inadequate. The future applications 
and refinements of M.M.A. are uncertain at this time but the basic applica- 
tion has proved valid. 


Economic Depreciation 


The impact of inflation on our economy has been tremendous in recent 
years. The loss in the purchasing power of the dollar has resulted in a very 
substantial overstatement of profits in many industrial organizations which 
have large investments in plant and equipment. The steel and rail industries 
have been particularly strained in this respect. 

The overstatement of profits often occurs because present accounting 
practices and the income tax laws permit plant and equipment to be de- 
preciated only on the basis of original cost of construction or purchase. 
“It now takes about three construction dollars to buy what one dollar 
would buy in 1940.” 15 Thus, a company can recover through depreciation 
only the one dollar expended in 1940. If the plant must be replaced, the 
other two dollars must come from the stockholders’ equity or from the 
bond market. 

The results of this traditional limitation on depreciation have caused 
profits to be overstated in the financial statements of American corporations. 
Dividends, supposedly paid from the earnings of a company, have often in 
reality been a partial return of capital to the investor. Such erosion of 
capital, if continued, could have drastic results on the financial stability of 
American industry. The solution to the problem, of course, lies in the recog- 
nition of depreciation—based upon probable replacement values as a charge 
against current income in the financial statements of American corporations. 
This is a matter of particular import to the financially weakened business 
which must, nevertheless, withstand the pressure brought to bear by 
dividend-hungry stockholders. 


FINANCIAL ARRANGEMENTS 


Businesses in difficulty share a common problem, lack of working 
capital. Since the production of income tends to generate current assets 
and expense tends to reduce these current assets (or increase current 
liabilities), an operating loss for an extended period will sharply curtail 
working capital. Similarly, expansion will also weaken working capital 
since cash, which could otherwise be used to satisfy creditors, will be di- 
verted into the expansion program. 

When the working capital position of the company becomes dire and 


15 Address by W. A. Walker, Vice President and Comptroller, U.S. Steel Corp., 
Inadequate Depreciation in the Metals Manufacturing Industry, Twenty-fifth Annual 
Nat’l Metals Mfg. Conference, Controllers Institute of America, Oct. 1, 1956. 
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_ drastic cost reductions are necessitated to increase the inflow of cash, the 
very absence of cash creates additional expense. The business is unable to 
take cash discounts; inestimable time is lost in dealing with impatient sup- 
pliers; fortuitous buying opportunities must often be foregone; necessary 
and opportune expansion and modernization plans must be shelved. In fact, 
the cost of inadequate working capital can often be as prohibitive as the 
operating problems that such a lack of funds can create. The problem is 
imperative and must be dealt with promptly in the salvation of a failing 
business. 

One need only glance at the financial page of the daily paper to get 
some idea of the complexity of today’s money market. Funds are available 
through an infinite number of sources, each with its specific benefits and 
limitations. The selection of the proper source of working capital by those 
responsible for the financial operations of a business can be the crucial de- 
cision in the ultimate success or failure of a program to revitalize the organi- 
zation. The sources in the money market can be conveniently separated into: 


(1) short-term debt; 
(2) long-term debt; 
(3) equity financing. 


The avenues available to executives and their financial advisors are similarly 
considered here. 


Short-Term Debt 


Short-term debt, as distinguished from long-term debt, will generally 
involve borrowing for a term of one year or less. It contributes less to 
the problem of inadequate working capital since it must be paid within one 
year and consequently will return the company to its financial difficulties 
unless a substantial profit is made within the term of the debt. Short-term 
borrowing is the obvious solution, however, in those cases where the cash 
requirement is of a temporary nature, as in the case of department stores 
having to carry substantially increased inventories during the Christmas 
season, all of which will be liquidated by early January. In these instances, 
short-term debt provides three distinct advantages over long-term debt: 


(1) the interest rate is generally substantially lower; 1¢ 
(2) money is borrowed only on a “when needed” basis so that interest 
is not being paid on funds that lie idle in the corporate bank account; 


16 This can be best exemplified by comparing yields in the Government security 
market where all securities are of equal quality and differ only in maturity. On October 
30, 1958, for example, certificates of indebtedness with maturities under one year were 
priced to yield from 1.51 per cent for a two-month maturity to 2.66 per cent for a ten- 
month maturity. On the other hand, bonds and notes with maturities of up to 37 years 
were priced to yield from 3.29 per cent to 3.82 per cent on the same date. 
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(3) short-term financing is simpler to arrange, both from the standpoint 
of availability and from the standpoint of complexity of the transaction. 


Although there has been a tremendous growth in recent years in the 
field of commercial finance companies, the bulk of short-term financing in 
terms of dollar volume would still appear to be handled through banking 
institutions. Banks, as a consequence of regulatory restrictions and in part 
the conservatism which has governed the philosophy of banking for many 
years, tend to take the cream from the short-term investment market.1" 
However, as a source of short-term money, the bank must be given first 
consideration from the standpoint of both economy and convenience. 

When budgeting indicates the need for and the extent of outside financ- 
ing, a cash flow should be prepared to determine the repayment period 
which will be needed. This simply involves a projection, based upon budgets, 
of the amount of cash which can be generated by operations for use in re- 
payment of the loan; it will provide management with the knowledge of 
the maturity schedule which must be sought. A bank must now be sought 
which will be willing to undertake a loan of the desired nature. The bank 
must be of sufficient size to handle the loan.!8 It is also desirable to seek a 
bank whose lending policies accord with the type of loan which is being 
sought. Often, a bank may be found which is familiar with the problems 
of the industry and, consequently, will be more willing to lend a sympathetic 
ear to the borrower’s needs. When the bank has been selected, it will 
generally be found that two major restrictions will be placed upon the 
borrower: 


(1) a percentage of the loan, generally ranging from ten per cent to 
twenty per cent, will be required to be kept on deposit in the bank at all 
times; and 

(2) the loans will have to be cleaned up at least once a year to force 
the business to maintain a liquid position. 


These, of course, may not be the only restrictions or conditions im- 
posed by the bank. Banks generally will require that back taxes must be 
paid and payments kept current during the loan period since these gen- 
erally are prior obligations. The bank is also likely to object to irregularities 
in the financial statements of the company, such as assets of a personal 
nature being carried on a corporation’s books as corporate assets. The 


17 As an interesting side light, an executive in a commercial factoring institution 
mentioned, during the recent acute money shortage, that business had never been better. 
He pointed out that the institution was making lower risk loans to customers who had 
previously been serviced through banks but who were unable to obtain bank financing 
due to conditions at a time when the “big city” banks were lending only to their most 
valued customers. “It’s an ill wind that blows no good.” 

18 Under the provisions of the National Bank Act, Rev. Srat. § 5200 (1878), 12 
U.S.C. § 84 (1952), a bank may lend no more than 10 per cent of its capital and un- 
impaired surplus to any one borrower, subject to certain exceptions set out in that act, 
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. potential unfavorable income tax implications in these situations may give 
rise to trepidation on the part of bankers concerned with protecting their 
investment. It is further likely that the prospective borrower can anticipate 
dividend and salary restrictions to prevent the dilution of equity through 
these avenues with consequent jeopardy of the bank’s security. 

A variety of different types of short-term loans will be available to the 
prospective borrower, and a determination must be made as to which will 
best suit the instant need. The most common form of bank loan is the single- 
name unsecured loan. When the bank has completed its financial investiga- 
tion of the borrower, it will authorize a maximum loan amount, known as 
the “line of credit,” up to which the borrower may draw for its short-term 
needs without further negotiation. Thus, when the needs have been antici- 
pated and timely banking arrangements made, the borrower has at hand a 
very convenient source of short-term funds. 

Often, it becomes necessary to undertake a secured loan. In this respect, 
there are an infinite number of variations; however, the principal types of 
secured loans which are generally available are as follows: 


Accounts receivable loans 


The borrower pledges accounts receivable (on a nonnotification basis) 
and receives from seventy per cent to ninety per cent of face value. The 
borrower assumes all risk and remits to the bank upon collection.’® 


Discounting of bills, notes, and trade acceptances 


The borrower endorses an existing instrument of debt to the bank and 
receives immediate payment of face value less the bank’s regular interest 
charge. Bankers are often reluctant to undertake this mode of financing 
since such instruments may represent notes issued on slow or overdue re- 
ceivables or other such instances where the drawer is financially weak. 


Commodity loans 


These are loans secured by claims to commodities. The loan is gen- 
erally secured by a bill of lading, a warehouse receipt, or a trust receipt, 
such that when the commodity is sold the borrower will have to arrange 
payment to obtain release of the property to the purchaser. 


Collateral loans 


Security is provided by the endorsement in blank and delivery of stocks 
or bonds to the bank. 


19 One Chicago bank established an arrangement whereby it remitted immediately 
upon submission of invoices and handled all billing and collection at a nominal charge. 
This proved very beneficial to small retailers for they were able to enter the credit 
field without additional capital or the additional bookkeeping which is generally neces- 
sitated. Similarly, one must note the recent expansion in the credit-card field, e.g., the 
Diners’ Club and the American Express Credit Card, which provide, in effect, account- 
receivable financing. 





532 BUSINESSES IN DIFFICULTY [Vo. 1958 


The classifications set out above are not meant to be comprehensive 
but rather only illustrative of the various types of secured loans which are 
available through banking institutions. 

Apart from the banks, there exists a second large market for short- 
term money—the commercial bankers or finance companies. These institu- 
tions engage in many of the banking operations discussed above, as well as 
several types of lending which are relatively new in the banking field. 

One of the principal operations undertaken by commercial bankers 
is accounts receivable financing. In this area, there are two methods of 
operation. The first of these two is financing similar to that undertaken 
by banks. That is simple nonnotification borrowing secured by the re- 
ceivables. This method also obtains on a notification basis, wherein the 
borrower’s customers remit directly to the lender. The second instance is 
known as “factoring” wherein the factor purchases the accounts receivable 
(or that part which the factor deems to be acceptable) and attends to col- 
lection. The factor bears the risk of collection so that the cost of this 
method is generally somewhat higher. 

Credit of this sort has some advantages over bank arrangements in that: 


(1) there is no annual “cleanup” requirement such as was noted in bank 
loans; 

(2) factoring may obviate some of the expense of credit and collection 
although there is an additional compensatory charge for factoring; 

(3) it is only necessary to borrow to fill current needs, so that the 
amount of the loans can be adjusted on a daily basis, if necessary; 

(4) there are no requirements as to the maintenance of some portion 
of the loan on deposit so that the borrowing needs and the consequent 
interest charges are reduced by this amount; and 

(5) finance companies will generally deal with customers who might be 
unacceptable to a bank from a risk standpoint. 


On the other hand, the rates charged by finance companies generally 
run substantially higher than equivalent banking rates, the additional cost 
representing a further burden to the beleaguered business. 

Installment loans represent another substantial area in short-term financ- 
ing. These loans, once singular to finance companies, have gained increasing 
popularity in the banking world due to the rather high return that they 
enjoy. Generally, the lending institution makes the loan repayable on an 
installment basis over its term and secured by a chattel mortgage on per- 
sonal property of the borrower. Most often, this type of loan is secured 
by the property for the purchase of which the money was originally 
borrowed. It is interesting to note that a large number of lenders are 
substituting conditional sale contracts for chattel mortgages in many juris- 
dictions to obviate the cost and difficulty of foreclosure. This is achieved 
by purchasing on behalf of and reselling on an installment contract to the 
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. borrower. It should further be noted that an increasing number of manu- 
facturers and retailers are creating their own financing arrangements in 
order to pick up the interest on what might otherwise be an interest-free 
short-term loan necessary to make a sale.”° 

As has been noted, short-term credit is substantially easier to obtain 
than long-term credit or additional capital. However, prior to undertaking 
short-term debt, management should carefully consider the purpose of the 
loan and the ability of the business to repay. In many cases, short-term 
debt will not solve the problems of an ailing business; where it is used to 
substitute for required long-term debt or additional capital, it may well 
compound the problems. 


Long-Term Debt 


Under this heading will be considered loans which are scheduled to 
extend substantially in excess of one year. Of these there are two types to 
consider: 


(1) long-term loans; and 
(2) bond issues. 


These types of financing have particular application where substantial ex- 
pansion or modernization is under consideration and the likelihood is that 
the enterprise would be unable to repay any borrowing within a short term. 
Often such loans, because of their exceptionally long term, are almost com- 
parable to equity financing. Their advantage over equity financing, how- 
ever, is obvious in that no part of economic growth need be shared with 
the creditor. 

In the area of long-term loans, the principal type is the term loan 
offered by banks. Term loans are excellent for purposes such as equipment 
replacement and minor property additions. These loans generally range 
in term up to ten years with optional call periods and provide for annual 
payments on an installment basis.21 They provide long-term debt con- 
veniently, inexpensively, and without the complexity of a public offering 
of bonds. 

A similar type of long-term financing is now available through the 
newly created Small Business Administration of the government. This 
agency arranges loans of up to $350,000 to small businesses on one of three 
bases: 


20 An example of this is the General Motors subsidiary, General Motors Acceptance 
Corporation. Similarly, a number of department stores have adopted a “revolving credit 
charge account,” where regular customers are billed a “service charge” on unpaid ac- 
count balances and permitted to defer some portion. 

21 Address by Joseph L. Buchanan, Vice President, The First National Bank of 
Chicago, Term Loans to Industry. 
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“A deferred participation loan is one in which a bank or other private 
credit institution advances the capital needed, and the Small Business 
Administration agrees to purchase, upon notice by the lending institu- 
tion, an agreed portion of the unpaid balance of the loan. 

“In immediate participation loans, either the Small Business Adminis- 
tration or the private lending institution agrees to purchase from the 
other, immediately upon disbursement, an agreed percentage of each 
disbursement made on a loan which both have approved. 

“By statute, the Small Business Administration cannot enter into an 
immediate participation if a deferred participation is available. Further, 
Agency participation in a deferred participation loan is limited to 90 
percent of the amount of the loan, with a maximum Agency commit- 
ment of [$350,000]. 

“Direct loans are those made wholly and directly by the Agency to 
the borrower with no participation by a private lending institution. 
The maximum Agency loan to any one borrower is [$350,000].” 22 


The SBA loan is meant to be available only where the business is unable 
to obtain the requisite financing through a commercial institution and these 
loans are available only where these sources have been fully explored. This 
opens a vast new area for the procurement of capital but by no means an 
avenue for easy financing. The requirements of the SBA are high and the 
fitness and financial qualifications of the borrower are carefully explored. 

The large market for long-term debt is, of course, the corporation 
bond market. Bonds have the advantage of generating large sums through 
public offering at relatively low cost and without the dilution of equity. 
The form of the bond is essentially that of a promissory note, but it differs 
from the note substantially in its complexity. Generally, the security for 
the indebtedness is held by a trustee on behalf of all of the bondholders. 
Since bond ownership may often change, the loan agreement is between 
the borrowing corporation and the trustee and the bonds themselves indi- 
cate only units of participation in the loan. In this manner, large loans can 
be negotiated subject only to public acceptance of the bond offering when 
it is made. 

Bond offerings by corporations permit “trading on equity”; that is, 
borrowing money at a rate substantially below the return that is expected 
when it is ultimately invested by the borrower. The differential, of course, 
inures to the benefit of the shareholders. There are, however, two factors 
of a limiting nature: 


(1) borrowing of a permanent nature should be undertaken where the 
income expectations of the company are sufficiently stable to guarantee the 
ability of the company to repay the debt; 

(2) as the ratio of borrowing to equity increases, the cost of borrowing 


22 SMALL Business ADMINISTRATION 7 (1956) (U.S. Government Printing Office, 
Washington 25, D.C.). 
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- generally increases because the bondholders’ ultimate security, the company’s 


equity, is proportionately reduced. 
The form of bond is generally classified according to security. Some 
of the possibilities which can be considered are: 


Mortgage bonds 


Secured by real estate mortgages on corporate property. These bonds 
often contain “open-end” clauses which permit the issuance of additional 
bonds under the same indenture and thereby obviate the expense of new 
future issues, should the need arise. 


Collateral trust bonds 


Secured by the deposit of stocks or bonds with the trustee, as collateral. 
They may be secured by stock in other companies or subsidiaries or by 
mortgage bonds of the issuing corporation. 


Equipment obligations 


Generally secured by a chattel mortgage, lease, or conditional sale con- 
tract on personalty. Bonds of this type are popular among railroads to 
support the purchase of locomotives and rolling stock. 


Debenture bonds 


This covers a broad heading of bonds secured by the general credit of 
the issuing corporation. 

The growth of insurance companies in recent years has opened vast 
new opportunities for the placement of long-term debt. The companies are 
able and anxious to invest extensively in sound long-term corporate debt. 
This can be handled either through bonds or through direct long-term 
loans. In either instance, the insurance companies offer an excellent source 
of funds to the corporate borrower because of their size and consequent 
ability to negotiate substantial loans. 

From the standpoint of the borrower, long-term debt, because of its 
semipermanent nature, is comparable to equity capital. Those who anticipate 
a continuation of the inflation experience in recent years look upon it 
warmly for they plan to repay today’s dollars with the far cheaper dollars 
of tomorrow; the corresponding property appreciation, on the other hand, 
will inure to the benefit of equity capital. A second advantage also inures 
through debt financing in that the interest payments are deductible to the 
corporation for income tax purposes while comparable dividend payments 
on additional equity capital could not be so deducted. Thus, the government 
will bear fifty-two per cent of the cost of financing through long-term debt 
while the corporation must undertake the entire cost of equity financing. 
A third benefit inures through trading on equity as discussed above. On the 
other hand, long-term debt is less advantageous in that the interest must be 
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paid without regard to the profitability of current operations.” Similarly, 
provision must be made for ultimate retirement of the securities or the me- 
chanics established for their ultimate refunding at maturity; this places a 
further obligation upon the borrower which is not encountered in equity 
financing. 

Equity Financing 

As has been suggested in previous discussion, there are certain instances 
where the business in need of funds must look to equity investment as the 
primary source. Where a business is initially undercapitalized or where 
expansion without additional capital investment has dangerously reduced the 
ratio of equity to fixed assets, a lender is bound to be anxious about invest- 
ing on noting the thin cushion of equity to absorb the bumps in the road 
of economic progress. This anxiety is reflected in the price that the bor- 
rower will have to pay to bolster working capital at some point; however, 
it becomes economically unfeasible to consider further debt and requisite 
funds must be sought through the expansion of equity. 

Assuming that the present partners or shareholders, as the case may be, 
are unable or unwilling to make further capital contributions, consideration 
must be given to entering the capital market through the admission of a new 
partner or stockholder or through a public offering. A determination must 
then be made as to the type of equity which is most likely to be salable 
without upsetting control of the company. Two avenues are available: 


(1) the issuance of additional shares of common stock; *4 
(2) the issuance of preferred stock. 


The first of these alternatives is generally as odious to the potential 
buyer as it is likely to be to the seller. A minority interest in a closed 
corporation challenges the marketable status of the traditional white elephant. 
The investor in these circumstances has no effective voice in management 
but must bear all of the risks along with the majority shareholders. 

It, therefore, becomes necessary to offer some enticement to the minor- 
ity purchaser (from the standpoint of control) to attract him into the 
market; this can often be achieved through the second alternative, the sale 
of preferred stock. In such an offering, the new investors may be excluded 
from control but enticed into investment through the guarantees afforded 
by a preferred issue. The issue may be preferred as to dividends or as to 
assets in the case of liquidation or both; this is entirely a function of how 
much must be offered to attract capital. In either case, the preference over 
the common stock creates a security cushion for the potential investor 


23 Interest payment may be conditioned upon a current operating profit. In these 
cases, the bond, known as an “income bond,” is often quite difficult to market. 

24 The considerations relating to common stock would, for the most part, be equally 
applicable in the admission of a new partner to an existing partnership. 
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-which can compensate for the absence of a voice in management which is 
so often involved in a preferred issue.*> The issue can be made more attrac- 
tive, if need be, by adding the cumulative and/or participating features with 
respect to dividends and by adjusting the dividend percentage upward to 
meet the market. The common shares may wish to have the preferred stock 
callable at some future date in order to minimize equity and to put the 
preferred stock somewhat more on the basis of debt in that maturity is fixed. 
The application of these features must, in the final analysis, be a matter for 
negotiation between the company and the ultimate investors or under- 
writers. 

From a comparative standpoint, management of a company in financial 
difficulties is generally no more anxious to admit new equity capital to water 
down their interests than to allow the firm to go into receivership. When 
circumstances are such as to require additional capital, however, manage- 
ment must be urged to relinquish some portion of their interest in prefer- 
ence to loss of the entirety in a bankruptcy situation. 


Other sources 


The areas of financing which have been discussed above constitute the 
major recognized markets for money. However, there are many other steps 
which can often be taken to achieve the same end, namely putting cash in 
the hands of a precariously financed company. 

One such method is leasing additions to property in preference to 
purchase. An increasing number of firms and insurance companies, follow- 
ing the lead of the growing auto rental agencies, are entering the leasing 
field; many are willing to purchase or construct on behalf of and lease to 
a company almost any property which may be needed for expansion pur- 
poses. Although this tends to conserve the cash of the lessee company, the 
term of the lease and its forfeiture provisions are often as exacting as the 
provisions in a loan agreement. If the leased property has general utility, 
however, this avenue of financing can be very meritorious. 

In this same respect, the sick business can consider the possibility of a 
sale and leaseback of major property. This approach will provide needed 
funds currently and still avail the company of necessary business facilities. 
There are several tax considerations in this proposal which should not be 
overlooked. In the first place, a taxable capital gain will result to the extent 
of the difference between the selling price and the basis in the hands of the 
selling company; thus, a portion of the proceeds may immediately be di- 
verted into tax dollars. However, this can be advantageous. Assume that the 


25 This is true even in jurisdictions such as Illinois where, by statute, all shares must 
have equal voice in management. The effect of the statutory provision is often avoided 
by the issuance of a large number of low par value common shares and a relatively 
smaller number of high par value preferred shares, so that the voice of the preferred 
shareholders is seldom more than a whisper. 
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company is holding fully depreciated property. If this is sold under a sale 
and leaseback arrangement, the proceeds are taxed at the 25 per cent capital 
gain rates. The ultimate repayment of the purchase price through rent, 
however, will become an ordinary deduction when paid to be offset against 
income taxable at 52 per cent. From an income tax standpoint, then, a net 
savings of 27 per cent of the purchase price may avail to the company 
under these assumed facts.”6 

Often, an appeal to creditors may be of assistance to a financially em- 
barrassed company. A large supplier is often agreeable to taking a long- 
term note for a substantial account balance on the condition that the account 
be kept current in the future. This is advantageous to the supplier in that 
he receives a guarantee of future business at no great cost since payment of 
the account may well be in jeopardy at the time of agreement. Further, new 
suppliers may be willing to accept terms well in excess of the customary 
thirty days as an entree to new markets of high potential. In these situations, 
a meeting with creditors is bound to be helpful in the extension of current 
payables and the creation of satisfactory future arrangements. These arrange- 
ments can often be brought about on an interest-free basis which will relieve 
the financial burden at no cost to the company. 

In many cases, expansion capital is available to companies at little or 
no cost through offers by economically underdeveloped states and munici- 
palities. The capital may take the form of free land, various types of tax 
benefits, or a fortuitous lease on a plant to be constructed by the state or 
municipality; these benefits are conditioned upon the company’s relocating 
to employ local facilities. In the same respect, a local chamber of commerce 
may be willing to give a great deal of assistance to an ailing business where 
the failure of the business would have a marked impact on the local 
economy. 

The sources of capital outside of the normal capital markets are in- 
exhaustible; the only limitation upon these sources will be found in the 
ingenuity of management in seeking out and exploiting them. 


CONCLUSION 


The management team and financial advisors of the business in pre- 
carious financial condition must act promptly and decisively to effect the 
salvation of that business. They must diligently and intelligently explore 
every avenue which might improve the company’s profit position and must 
maintain a ruthless determination to rectify any weaknesses which may exist. 
The procurement of additional working capital at minimal cost to the com- 


26 The Commissioner of Internal Revenue has attacked transactions of this nature 
in several instances. The court in Century Elec. Co. v. Commissioner, 192 F.2d 155 
(8th Cir. 1951), successfully maintained that there was no gain or loss but simply an 
exchange of like property where the lease was for the remaining useful life of the 
building. But cf. Standard Envelope Mfg. Co., 15 T.C. 41 (1950). 
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pany will test their ingenuity to its utmost, as every businessman who has 
been in this position well knows. But the procurement of this capital is 
simply a temporary measure; unless the organizational weaknesses and 
operating inefficiencies are promptly rectified, the company will be returned 
to its original position in short order only to find the problem further 
complicated by the very financial arrangements which previously seemed 
the panacea. 








LEGAL ASPECTS OF THE PRIMARY 
PROBLEM: GETTING CAPITAL 


BY GEORGE T. FRAMPTON * 


GETTING ADEQUATE CAPITAL FOR A BUSINESS, whether as 
normal nourishment or intravenously, is not, thank goodness, a legal service. 
The solution to the problem of when, where, and how to find it may lie 
more in the business considerations discussed in the preceding article than 
in its legal aspects. The legal aspects, however, will shape its solution, and 
a lawyer should have at least a “check-list” familiarity with them for that 
reason alone.! Even beyond that, a lawyer looked to for guidance and 
judgment is expected to be at least intelligently sympathetic and to come 
forward with helpful suggestions in, or in advance of, financial crises. He 
would be not only callous, but imprudent, to be disengaged from a problem 
that threatened his corporate client with lingering illness, if not certain death. 

To begin by putting the problem in proper perspective, the victim 
of capital malnutrition may be slightly comforted with the knowledge that 
it, like measles, is extremely common, especially with the young and small. 
A survey made in 1956? among bankers and businessmen in thirteen cities 
of the United States disclosed that: 


(1) The spread between opportunity to grow and ability to finance 
growth of a small company is greater than at any time the bankers can 
remember. 


* GEORGE T. FRAMPTON. A.B. 1938, LL.B. 1941, Duke University; 
general practice, New York City, 1941-1942, 1945-1953; attorney, 
Office of Price Administration, Washington, D.C., 1942-1943; Pro- 
fessor of Law, University of Illinois. 


1The interest of lawyers in this subject is attested by the following incomplete 
list of recent writings on financing a small business: Symposium—The Close Corpora- 
tion, 52 Nw. ULL. Rev. 345, 365-75 (1957); Symposium—W hat the General Practitioner 
Should Know About the Sources and Methods of Financing Small Business, 13 Bus. 
Law. 296-357 (1958); Bennett, Financing Speculative Securities Under Regulation A, § 
Uran L. Rev. 44 (1956); Cuddy, Credit Analysis and the Unsecured Short Term Loan, 
2 Prac. Law. No. 6, p. 42 (1956); Garrett, What Every Lawyer Should Know About 
Financing a Corporation, 42 Iu. B.J. 82 (1952); Garrett and Garrett, Financing a 
Small Business Corporation, 2 Prac. Law. No. 2, p. 23 (1956); Gray, Getting the Money 
In, 1954 U. Int. L.F. 409 (1954); Kupfer, Accounts Receivable Financing, 2 Prac. Law. 
No. 7, p. 50; No. 8, p. 55 (1956); McCallum, Loans by the Small Business Administra- 
tion, 4 Prac. Law. No. 5, p. 37 (1958); 13 Bus. Law. 349 (1958); Meeker, SEC Legal 
Assistance Available to the General Practitioner, 3 Prac. Law. No. 6, p. 42 (1957); 
Riely and Talbert, Financing the Small Business, 13 Bus. Law. 768 (1958); Sturdy, Fed- 
eral Aids to Small Business, 11 Bus. Law. No. 3, p. 39 (1956); Herold, Financing 
Closely Held Corporations, 47 Itt. B.J. 288 (1958); Note, Federal Control Over Small 
Issues of Securities, 70 Harv. L. Rev. 1438 (1957). 


2 Wall Street Journal, May 1, 1956, p. 1. 
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. (2) The chances that a small business will become highly successful are 
getting slimmer. 

(3) The terms and conditions under which small businesses may obtain 
loans or equity capital are more onerous than they are for large business— 
companies, let us say, with assets of more than $1,000,000—so that the smaller 
the business and the less money needed, the harder it is to get it. 

(4) Thousands of businessmen are actively but unsuccessfully seeking 
loan or equity financing and believe that their growth is hampered by their 
inability to get it. 


These conclusions tend to be confirmed by a more recent study by the 
Federal Reserve System, which reported in 1958 that “a review of financing 
facilities available to small business leads to the conclusion that they are 
inadequate.” § 

After the client has been assured that his troubles are “ordinary,” the 
legal aspects of combating them can be reviewed in the order of ease of 
solution. 


“INTERNAL” oR “INSIDE” FINANCING 


One of the pleasantest ways to finance growth is through retained 
earnings. Unless, though, the business is making a product that easily sells 
for five times or more the aggregate of all possible costs that could con- 
ceivably be heaped on it, like a plastic hoop, ball-point pen, or sassafras 
drink, it will probably be undercapitalized in relation to its projected net 
earnings. More often than not development and other expenses were under- 
estimated and costs have exceeded expectations. Sales may be encouraging, 
but the volume that might be possible with better capital facilities or larger 
quantity purchasing appears to be just beyond reach. Earnings, if any, are 
not accumulating, and since corporate income tax rates are not graduated 
above the first $25,000, small businessmen feel themselves in unequal compe- 
tition with big business in trying to accumulate capital through earnings.‘ 

Congress again, in 1958, turned a stone ear to small business proposals 
to change the corporate income tax rate on the first $25,000 from 30 per 
cent to 22 per cent and the surtax on income in excess of $25,000 from 22 
per cent to 30 per cent. It did, however, adopt two measures in the Small 
Business Tax Revision Act of 1958 5 intended to alleviate the financing prob- 
lems of small business. In section 202 of that act, it provided that a loss 
from investment in stock of a corporation to which not more than $500,000 
has been contributed as capital and paid-in surplus can be taken as an ordi- 
nary loss, rather than a capital loss, up to $25,000 for each taxpayer, or 


Federal Reserve System, Report to the Select Committees on Small Business, 
Financing Small Business, 85th Cong., 2d Sess. 123 (1958). 

4See Hearings Before the Senate Select Committee on Small Business (in Chicago), 
85th Cong., Ist Sess., pt. 2, at 692-790 (1957). 
572 Strat. 1676 (1958). 
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$50,000 for a husband and wife filing a joint return. And in section 205 of 
that act, it provided that up to $100,000 of undistributed profits of such a 
corporation can be accumulated before the penalty tax for excessive ac- 
cumulation earnings under sections 535(c) or 1551 of the Code would 
apply. 

Congress also provided, in section 64 of the Technical Amendments 
Act of 1958,° that a corporation having not more than one class of stock 
and no more than ten individual (or estate) shareholders, none of whom is 
a nonresident alien, may elect for each taxable year whether its income shall 
be subject to taxation at the corporate rates or whether its income, both 
distributed and undistributed, shall be included prorata in the gross income 
of each shareholder and taxable to him at his individual rate. This third 
change, of course, helps small companies to finance expansion only by hold- 
ing out to a prospective shareholder the possibility of his deducting his share 
of corporate losses in one or more initial years on his personal return. 

Assuming that financing through earnings is not feasible, the next most 
obvious source is the present owners, who may make advances or loans on 
an interest-free or other basis. Three warning flags should be raised over 
this method. First, the shareholders of a small corporation are often cavalier 
about legal formalities. To them, the provisions of section 45 of the Illinois 
Business Corporation Act (hereinafter “the act”),” which imposes on every 
corporation the obligation to keep “correct and complete books and records 
of account and .. . minutes of the proceedings of its shareholders and board 
of directors,” ® is for someone else. But failure to keep careful and complete 
legal and accounting records of any such transaction could make embarrass- 
ing evidentiary problems with creditors, with other shareholders, and with 
the tax authorities. 

On the tax point, the benefit to the corporation of deducting interest as 
an expense, and to the shareholder of receiving money as a return of principal 
rather than as a dividend, might be lost if money paid could not be proved 
to constitute interest, or repayment of the principal, on a prior loan. The 
creditors’ interest is that payments among them should be made in accord- 
ance with established priorities and in any event before any shareholders 
are bailed out of their equity investment. And the shareholders’ interest 
may be that all of one class be given equal redemptive treatment. Section 
42(h) of the act ® reflects these interests: 


“The directors of a corporation who vote for or assent to the 
declaration of any dividend or other distribution of assets of the 
corporation to its shareholders, prohibited by this Act, or who vote 
for or assent to the making of a loan to an officer or director of the 


672 Stat. 1606 (1958). 

TItx. Rev. Srat. c. 32, §§ 157.1-.167 (1957). 
87d. § 157.45. 

97d. § 157.42(h). 
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corporation shall be guilty of conspiracy and upon conviction thereof 
shall be punished. . . .” 


Even a temporary and informal advance from a principal shareholder, 
therefore, should be regarded not only as a financial but also as a legal act 
which should be appropriately evidenced. 

The second warning about informal advances by present owners in- 
volves the possibility that such loans will be either subordinated to other 
creditors in bankruptcy, or disallowed, as equity purchases, and if treated as 
equity purchases that “interest” payments and possibly even “redemption” 
of principal would be regarded for tax purposes as non-deductible dividend 
payments. As to standing with other creditors in bankruptcy, the following 
remarks of Mr. Justice Douglas in Pepper v. Litton! can be taken as re- 
flecting the probable attitude of an equity court: 


“[E]quitable power also exists in passing on claims presented by an 
officer, director, or stockholder in the bankruptcy proceedings of his 
corporation. The mere fact that an officer, director, or stockholder has 
a claim against his bankrupt corporation or that he has reduced that 
claim to judgment does not mean that the bankruptcy court must accord 
it pari passu treatment with the claims of other creditors. Its dis- 
allowance or subordination may be necessitated by certain cardinal 
principles of equity jurisprudence. ... 

“And so-called loans or advances by the dominant or controlling 
stockholder will be subordinated to claims of other creditors and thus 
treated in effect as capital contributions by the stockholder . . . where 
the paid-in capital is purely nominal, the capital necessary for the 
scope and magnitude of the operations of the company being furnished 
by the stockholder as a loan... .” 1 


The Treasury Department’s doctrine of “thin incorporation” is based 
on a Supreme Court dictum in John Kelley Co. v. Commissioner and Talbot 
Mills v. Commissioner '? that “an obviously excessive debt structure” in re- 
lation to amounts of “stock investments” might require treatment of debt 
as equity. Assuming even that the characteristics of the debt instrument 
are appropriate to loan rather than equity investment, the “thinner” the 
capital structure—that is, the higher the ratio of debt to equity and the 
smaller the amount of equity capital both in relation to debt and to the needs 
of the particular business—the greater the risk that the Department will 
claim, and a court agree, that funds invested as loans should realistically be 
treated for tax purposes as equity capital. 

Finally, a more remote danger, but one terrible enough not to be put 
entirely out of mind, is the possibility that a court will view undercapitaliza- 


10 308 U.S. 295, 60 Sup. Cr. 238 (1939). 

11 J, at 306, 309-10, 60 Sup. Ct. at 245, 246-47. 

12 326 US. 521, 526, 66 Sup. Cr. 299 (1956). See Comment, The Thin Incorporation 
Problem, § U.C.L.A.L. Rev. 275 (1958), and articles cited therein. 
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tion for the purposes of the particular business “as a factor, and an important 
factor, in determining whether to remove the insulation to stockholders 
normally created by the corporate method of operation.” 18 Undercapitiliza- 
tion as a reason for disregarding the corporate entity may refer in many 
situations to failure to provide adequate assets in any form at all.1* The 
language and results in some of the cases, however, and the number of recent 
cases in which inadequate capital has been asserted as a reason for share- 
holder liability, suggest that extreme thinness of equity capital available 
to tort or contract creditors, especially when combined with any com- 
mingling of corporate and shareholders’ property, or other failure to observe 
corporate formalities, can threaten insulation.® 


UNSECURED OuTSsIDE LOANS 


A “large” business may go to insurance companies, investment trusts, 
mutual funds, and similar institutional investors, but the small corporate 
borrower whose owners are no better off financially than the business, is 
limited in its sources of funds. The borrower may, of course, go to friends 
of the owners, or to someone who has a stake in the future of the business 
and knows its management, before it falls back on a commercial bank. 
Sometimes customers or sales agents who may depend heavily on the business 
can provide financing through advance payments or otherwise. Employees 
or trade association sources are sometimes, though not frequently, possible 
sources. Suppliers are often unwilling financiers through delay in payment 
of credit purchases. Sometimes a supplier will go along with a regular prac- 
tice of such delay. Sometimes the practice can be regularized by an agreed 
system of delayed billings, which makes the financial picture look better 
than when payment is merely deferred. And if delayed billings are not 
enough, a large supplier may be persuaded to make a substantial loan on a 
note payable out of billings, with a possible increase in price on future billings 
to reflect the credit service provided by the supplier. Or the supplier, if his 
by-laws will permit it, might be offered as surety on a bank loan. If any 
of these arrangements with a supplier, however, were not also available to 
other customers and were to have an “effect” on competition within the 
meaning of the Robinson-Patman Act,'* it might constitute an unlawful price 
discrimination or an unlawful “service.” 

The great bulk of small business financing, in any event, is done through 
commercial banks, and the eligibility of the applicant will depend on the 


18 Carlesimo v. Schwebel, 87 Cal. App. 2d 482, 197 P.2d 167, 174 (1948). 

14 BaLLANTINE, CoRPORATIONS 302-03 (rev. ed. 1946); Latrin, Corporations § 5 
(1959). 

15 See, for example, the language in Hanson v. Bradley, 298 Mass. 371, 380, 10 N.E.2d 
259, 263-64 (1937). See also the recent cases of Shamrock Oil & Gas Co. v. Ethridge, 
159 F. Supp. 693 (D. Colo. 1958); Automotriz del Golfo de California v. Resnick, 47 
Cal. 2d 792, 306 P.2d 1 (1957); Teller v. Clear Service Co., 9 Misc. 2d 495, 173 N.Y.S.2d 
183 (Sup. Cr. 1958). Cf. Critzer v. Oban, 326 P.2d 53 (Wash. 1958). 


16 38 Strat. 730 (1914), 15 U.S.C.A. § 13 (1951). 
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bank’s estimate of the business, its owners, its past record, the reason for its 
need, and its financial condition. While one rule of thumb is sometimes said 
to be that the current assets should be in the ratio of two to one over cur- 
rent liabilities, this rule is a very rough one. The condition and distribution 
of the assets may be a more important factor than the ratio. For example, a 
large proportion of the assets may be in inventory, which does not offer a 
lender much security. Another rough rule of thumb is that the lender will 
expect capital in the form of equity to be invested in an amount at least 
equal to the size of the debt after the loan has been made. 

The bank will also want to know whether the need for the funds is 
seasonal or represents a permanent problem resulting from under-estimation 
of capital requirements. In determining whether the short-term loan will 
satisfy a temporary or seasonal problem, some banks follow the rule that the 
lender must “clean up” for a period of at least a month or two every year. 
There must be a time when its inventory and receivables are relatively low 
and when it does not need loan capital. If it does not show such an ability 
to “clean up,” the bank may fear that the borrower is in real danger or needs 
equity rather than loan financing. 

The lender’s appraisal of the borrower’s financial condition and business 
prospects requires the borrower to have, or to get, its accounting and legal 
records and practices in order. Accounting and legal orderliness go hand in 
hand, and even where the small business appears to its owners to be getting 
along well without formalities in its own business world, one of the lawyer’s 
most valuable long-term counselling functions is to impress on the client the 
need for preserving the accounting and legal amenities against the day when 
the small business might have to open its affairs, currently and perhaps 
historically, to the eyes of outsiders. The importance of treating even a 
small or closely-held business as a full-fledged legal entity, rather than the 
alter ego of its shareholders, is illustrated by Smith v. Shoreline Printers & 
Publishers, Inc.,7 in which plaintiff made a loan to his debtor against the 
security of accounts receivable and in reliance on having secured from de- 
fendant, a prior creditor of the debtor, a release or waiver of priority in the 
prior assignment to defendant of the debtor’s accounts receivable. De- 
fendant, a small finance company, was a family corporation of which the 
president owned two shares, his wife, 1,336 shares, his son, 646 shares, and 
his daughter, 567 shares. The by-laws provided that the president should 
have the active management of the business. The court apparently believed 
plaintiff’s testimony that he had telephoned the president of defendant and 
that the president had confirmed that he had agreed to subordinate his 
company’s assignment to plaintiff’s, and that plaintiff had written the presi- 
dent a letter confirming the telephone conversation. The court held that 
it could not assume that the members of the president’s family “were not 
equally in control of their rights arising out of their stockholdings” and that 


176 Tl. App. 2d 290 (1st Dist. 1955). 
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the plaintiff had shown no presidential authority and no other appropriate 
corporate action permitting subordination of the prior assignment. 

If the business is unprepared to submit historical and current financial 
information of its own, the bank will submit a form on which it will expect 
the current situation to be shown. The need for the lawyer to be consulted 
and concerned about the representations made on these forms, as well as the 
reliability of the accountants who prepare the statements, is illustrated by 
the following example of a representation on a form financial statement re- 
quired by one Illinois bank: 


“In submitting the foregoing statement the undersigned guarantees 
its accuracy with the intent that it be relied upon by the aforesaid bank 
in extending credit to the undersigned and warrants that (borrower) has 
not knowingly withheld any information that might effect (borrower’s) 
credit risk; and the undersigned expressly agrees to notify immediately 
said bank in writing of any material change in (borrower’s) financial 
condition whether application for further credit is made or not and in 
absence of such written notice it is expressly agreed that said bank in 
granting new or continuing credit may rely on this statement as having 
the same force and effect as if delivered upon the date additional credit 
is requested or existing credit is extended or continued.” 


If the borrower is found eligible, the cost and terms must be negotiated 
—or, where the borrower’s position does not permit “negotiation,” they are 
fixed. The bank will get something more than what is called the “prime” 
rate, which is the lowest rate on the best risks and which varies with eco- 
nomic conditions. Early in 1958 it had dropped, in Chicago and other large 
Midwestern cities, to as low as 3% per cent, but in the spring of 1959 it was 
headed back to somewhere in the neighborhood of 4 per cent. Something 
between 5 per cent and 6 per cent, or even a little higher, is likely to be the 
prevailing rate for loans to small businesses. As to terms, a long-term un- 
secured note of a year or more would be more attractive to the creditor 
than a short-term one, but the banks will normally not give credit on a long- 
term unsecured basis to any but the larger and better established businesses. 
The bank may allow a term, initially at least, and subject to renewal on the 
basis of the borrower’s business condition at the time, of not more than 
one, two, or three months. The Small Business Administration estimates 
that 20 per cent of the assets of companies of less than $1,000,000 in assets 
is offset by short-term obligations, while not more than 8 per cent of such 
assets are represented by the short-term obligations of “large” companies. 

After eligibility and terms have been agreed on, the matter of corporate 
formalities are of even greater importance than when advances are made by 
present owners, if only because the lender’s lawyers will be more particular 
about these details. The lawyers should check the articles and by-laws of 
the corporation to determine whether any limitations on borrowing exist, 
or whether a vote of the shareholders is required to borrow money under 
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any circumstances. If so, he must be sure that a duly noticed meeting is held 
and a proper vote taken, and that either a majority, or any proportion greater 
than a majority that may be required by the articles in accordance with sec- 
tion 146 of the act,!® is obtained. If only directors’ action is required, he 
should be sure that either a majority vote, or any vote greater than a 
majority that may be required by any shareholders’ agreement, by-law, or 
provision of the articles of incorporation, governing voting or control, is 
obtained. The bank is likely to hand the borrower a form of resolution 
satisfactory to the bank but it should be examined carefuliy. It is likely to 
be a blank-check type of authority illustrated by the following resolution 
in use by a Chicago bank: 


“Resolved, that the (is) (are) authorized to borrow 
from time to time on behalf of this Corporation from the Bank such 
sums of money for such times and upon such terms as may to them, or 
any of them seems advisable, and to execute in the name of the Corpora- 
tion notes, drafts, or agreements for the repayment of any sum so 
borrowed, . . . and they and each of them are hereby severally author- 
ized to mortgage, pledge, and assign as security to the Bank any and 
all of the real, personal and mixed property and assets of this Corpora- 
tion... .” 





The breadth of this authority of the officers to borrow money and to pledge 
or mortgage its property without specific approval of the board with regard 
to each transaction could, depending upon the circumstances, fail to protect 
minority share interests and could reduce the discretion of the board almost 
to the point where it no longer “manages” the business and affairs of the 
corporation as is required of it by section 33 of the act.!® 

A final unpleasantness may be the requirement of the bank that the per- 
sonal guaranty of the shareholders or even the directors be obtained on the 
corporate note. One banker has given as the reason for this rather common 
request that, “We don’t see why a shareholder should enjoy limited personal 
liability just because the borrower is a corporation.” Another has said, 
“We don’t see why the shareholder should not express the same confidence 
in the company that we are showing in lending the money.” Both reasons, 
of course, simply ignore one of the basic purposes of incorporating. And the 
second reason ignores the confidence already expressed by the shareholder 
in his investment in the company and shows no respect for his desire to limit 
his risk to the capital invested. It also raises a question whether undue ad- 
vantage is not being taken of a relationship in which the lender bases his fee 
(interest charge and maybe discount) not only on the value of the money 
being made immediately available but also on the risk that the business 
activity for which it is being made available will not support repayment. 


18 Tpr, Rev. Stat. c. 32, § 157.146 (1957). 
19 Jd. § 157.33. 
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SECURED LOANS 


If the credit of the business will not support an unsecured loan, a variety 
of secured credit devices exists, each of which has legal problems peculiar 
to that device. The first asset on the balance sheet that could be offered as 
security is the inventory. If the inventory, however, is relatively small and 
will be immediately needed, some of the commoner devices will not be 
useful. The common-law pledge, for example, requires the lender-pledgee 
to retain possession. The chattel mortgage was not really designed for in- 
ventory financing; some doubt exists as to the lender’s lien where the goods 
covered by it are intended for resale, and considerable difficulty exists in 
accommodating it to after-acquired inventory items and subsequent advances 
against such items.?° Financing through warehouse receipts may be of little 
help because public warehousing requires a surrender of possession and con- 
trol which may be incompatible with the borrower’s need for the inventory 
to be on hand. Field warehousing, in which a warehouse is created on the 
borrower’s premises, is a possibility but probably cannot be economically 
employed for goods in an amount of less than $20,000. The parties may be 
able to make satisfactory arrangements under a simple written agreement 
complying with the Illinois Factors Lien Act of 1955,?1 which expressly 
covers merchandise of an inventory type, permits possession to be retained 
by the borrower, and provides for after-acquired items and a rapidly- 
revolving inventory by the device of “separate written statements” after 
the written agreement. 

Since the turn of the century, the assignment or sale of accounts re- 
ceivable has become more popular and is now estimated to be in an annual, 
national volume of more than $10 billion. Used in conjunction with in- 
ventory financing, whereby inventory disposed of can be replaced with the 
security of a receivable created by the sale of the inventory, it can provide an 
effective plan of financing for the borrower from purchase of supplies to 
payment on sales. Even though Illinois by statute 2? has adopted the Ameri- 
can, or validation, rule that the first assignment in time prevails regardless 
of notice to the debtor, and the rule that the account debtor does not have 
to be notified of an assignment, many businesses have hesitated to employ 
this device. Until recently the banks have also shied away from it, although 
many are now beginning to use it. There are, moreover, about 400 com- 
mercial-finance-factoring firms which specialize in financing receivables by 
lending money against them or “factoring” them by outright purchase at 
an interest charge to the borrower which averages as high as 12 per cent. 
The usury laws in Illinois, of course, as in most states, contain a specific 


20See Weeks, “Floating Liens” in Inventory Financing, 1956 U. Iu. L.F. 557; 
Greenberg, Inventory and Accounts Receivable Financing, 1956 U. Iv. L.F. 601. 


21 Tri. Rev. Stat. c. 82, §§ 102-12 (1957). 
33 Id. c. 121%, $ 221. 
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exception for interest charges “from a corporation.” 28 The largest of these 
firms has capital funds of more than $40 million and is in a class-size with 
the larger consumer-loan and sales finance companies. When a receivable 
is factored by such a lender, the lender relies more on the credit of the small 
business company’s creditors than the small business. It may make funds 
more freely available to the small business than a bank. It may take over the 
receivables altogether, with bad-debt loss, either with or without recourse, 
do the bookkeeping and collecting, and charge accordingly. 

Of course the land and the buildings may be mortgaged, purchased for 
expansion under a purchase-money mortgage, or sold with a lease-back 
arrangement. Not only do many banks stand ready to make this type of 
loan but there are a number of private mortgage banking companies which 
specialize in making and re-selling such loans. Equipment and machinery can 
be purchased by conditional sale or otherwise financed by chattel mortgage 
secured by a note. The difference between a conditional sale and a chattel 
mortgage is, briefly, that a conditional sale is a common-law device by which 
the buyer gets possession but the seller retains title to secure payments, 
usually in installments, while the chattel mortgage is a statutory device under 
which the lender has a recorded lien, but not title, and possession, unless 
the instruments provide that the borrower will retain possession. Strict 
compliance with the filing, recording, and other requirements of the statute”* 
is necessary but is usually the problem of the lender rather than the bor- 
rower. One relatively recent amendment to the statute is of some interest 
to corporate borrowers, however. The statute provides that a chattel mort- 
gage note shall be “absolutely void” unless it states on its face that it is so 
secured, and that when it does so state, a subsequent assignee is subject 
to the defenses existing between the original parties. Under a 1955 amend- 
ment,2> however, notes of a corporation are not subject to the statute, so 
that defenses between a corporation and its chattel mortgagee may be cut 
off by negotiation of a corporate note whether or not it states on its face 
that it is secured by a chattel mortgage. 


GOvVERNMENT-HELP LOoANs 


If private loan financing through banks is not available, consideration 
should be given to application to the Small Business Administration, which 
became a permanent federal government agency under the Small Business 
Act of 1958.26 SBA loans may be direct or in participation, immediately 
or deferred, with a bank or other lending institution. 

Generally the maximum term of a loan is ten years at 6 per cent and 


3 Id. c. 74, § 5. 

*4 Id. c. 95, §§ 1-30. 

25 1d. § 26. 

2672 Stat. 690 (1958), 15 U.S.C.A. § 633 (Supp. 1958). 
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the maximum amount is $250,000. While the lender must be ineligible for a 
loan from private agencies, he must show evidence of ability to operate his 
business successfully, enough capital to operate on a sound financial basis 
with the loan help, have a past earnings record or future prospects indi- 
cating an ability to repay a loan out of income, and the loan must be either 
“of sound value or so reasonably secured as to assure repayment.” 27 Not- 
withstanding these requirements, in the first nine months of 1958 in Illinois 
140 business loan applications for $7,188,000 were received by the SBA, of 
which 100 were granted for $4,962,000. 

The Small Business Investment Act of 1958 will be of further help by 
providing for the creation of small business lending institutions which may, 
when they have completed organization and are ready to do business in 1959 
or early 1960, make loans available on terms more advantageous than those 
previously available from either the banks or the SBA directly. 


Equity FINANCING 


If the need for money is not temporary or seasonal, and if debt financing 
alone appears not to be appropriate, permanent risk capital in a greater 
amount may be needed. The obvious advantages of equity financing are: 


(1) Fixed interest and maturity obligations are avoided, even though 
payments as dividends are not deductible for tax purposes as are interest 
payments. 

(2) Broadening the capital base expands the credit base, enabling the 
company to borrow more money or the same amount of money at less cost 
on more favorable terms. 

(3) Permanent capital presents to suppliers, customers, employees, and 
others a financial picture more favorable than loan capital. 

(4) Shareholders themselves sometimes provide a market for the com- 
pany’s goods and even a source of advice and counsel. 


Existing shareholders are the first possible source of such money, and 
unless their pre-emptive rights are denied in the articles of an Illinois corpora- 
tion,?® they have a common-law right to invest in proportion to their pres- 
ent holdings. If present shareholders cannot supply the funds, then em- 
ployees, friends of the owners, other corporations, or finally, the general 
public, must be canvassed. 

From the controlling shareholder’s point of view, outside equity financ- 
ing is unattractive for two reasons. Fear of loss of control, which can be 
exaggerated if the management is closely knit and the proposed shareholdings 
are generally scattered, often leads owners to prefer extensive and continued 
borrowing as an alternative to facing up to the long-term need for more 


27SBA Loan Policy Statesment, 21 Fed. Reg. 5044 (1956), 23 Fed. Reg. 213 (1957). 
8 Ty. Rev. Stat. c. 32, §§ 157.24, 157.47(k) (1957). 
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equity capital. There are at least four possible devices, however, by which 
outside control can be minimized. One is by reincorporation in Delaware 
and the issuance of non-voting preferred shares, or a separate class of non- 
voting common. Non-voting common, however, now meets increasing re- 
sistance in the financial community. The New York Stock Exchange, for 
example, will not list it. A second device is a sale of a small number of shares 
at a high per-share cost, except that the company must be careful not to 
make the division of units and the cost per-share in relation to existing stock 
so “inequitable” as to discourage the prospective investor or cause the Secre- 
tary of State to disapprove its sale under section 11(H) of the Illinois Se- 
curities Law of 1953.9 A third device is the statutory voting trust per- 
mitted by section 30a of the act,®! except that the period of such a trust may 
not exceed ten years, even though it may be renewed for ten years at the 
end of each period. A fourth device, although often not practicable where 
shares are to be publicly marketed, could consist of a combination of the 
long-term management contract, provisions of the articles requiring more 
than a majority of shareholders to take certain action, and shareholders’ 
agreements affecting voting for directors. 

The second objection to equity financing is its cost. In a study of four 
post-war years,®? the Securities and Exchange Commission has found the 
cost of issues averaging between one and two million dollars to be 11.5 per 
cent; between $500,000 and $1,000,000, 15 per cent; and smaller than 
$500,000, 22 per cent. The cost of issues under $300,000 would probably 
be on the high side of the average. These costs include the registering or 
filing with the SEC, compensation to underwriters and securities salsmen, 
and legal, accounting, printing, and advertising fees. 

If the owner is willing to consider outside equity financing, an invest- 
ment banker’s services are usually indispensable if the amount of money to 
be raised will require sales of securities to more than a few persons. Normally 
the banker, and even the private buyer without an investment banker, will 
insist on two prerequisites. The business must have shown a capacity to 
make a profit in at least one normal year of operation. Almost invariably 
some recent past period of profits on the books would be required, although 
a prospective investor might be attracted where failure to show book profits 
could be clearly traced to certain circumstances avoidable in the future. 
Second, the business must plan a use for the money from which the investor 


29“While the largest segment of small business, retail trade, needs mainly short- 
term credit, most of the unsatisfied demand of small business in general, as reflected in 
past surveys, is for long-term loans, equity, or equity-type credit.” Federal Reserve 
System, Report, supra note 3, at 13. 

80 Tuy, Rev. Stat. c. 121%, § 137.11(H) (1957). 

81 Id. c. 32, § 157.30a. 

82 SEC, Cost or FLoTATION 1945-1949 (1951). 

33 See Federal Reserve System, Report, supra note 3, at 305. 
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can foresee a profit not possible without obtaining it. If needed capital 
assets are to be acquired, or new methods of doing business that will ensure 
operating on a wider profit margin are to be made possible, the prospective 
buyer may be interested. A proposal to get one’s old creditors off one’s back 
by paying them off with equity money, or simply accelerating sales efforts 
through increased advertising or through new and untried sales methods, 
are often less attractive to an investor. It should be borne in mind that the 
securities offered must compete with other, readily-marketable securities 
over-the-counter and on the exchanges, and that relatively steady yield and 
opportunity for capital appreciation are present there. A small business, to 
offer marketable securities, must offer a better-than-mere-chance prospect 
for showing good profits in the reasonably near future. 

While the investment banker will have much to say about the type and 
characteristics of the shares to be used, the lawyer must perform an impor- 
tant obstetrical role. The articles and by-laws must be reviewed and the 
stock transfer book or ledger checked to be sure that the shares to be issued 
are properly authorized and not already issued, and if necessary the articles 
must be amended accordingly. The lawyer must also ascertain that the is- 
suance would not violate the pre-emptive or equitable rights of any existing 
shareholders or otherwise inequitably dilute their interests. The lawyer will 
also play a central role in the following activities, which will not, however, 
necessarily take place in the following order: 


(1) Formal action by the board of directors in fixing the consideration 
for the issuance of the shares, under section 17 of the act,®4 determination 
of whether to issue par or no par shares, and decision under section 19 of 
the act ®° whether any of the expected consideration will be treated as paid- 
in surplus or whether all of it will be allocated to stated capital. Low par 
shares offer most of the advantages of no par, simplify some of the problems 
of determining the minimum consideration required to be stated as paid-in 
capital, and are now subject, under a change in law effective January 1, 
1959, to the same federal transfer stamp tax incidence as no par shares.®¢ 

(2) Preparation of the subscription agreement or negotiation of the 
underwriting agreement with the investment banker, who may commit him- 
self firmly to take down all the shares and market them at a spread or who 
will agree only to use his best efforts over a certain period of time and fix 
his commission therefor. 

(3) If the shares are to be preferred, the drafting of their terms. Pref- 
erences in dividends, liquidation and dissolution, and rights of redemption 
or conversion, must be carefully defined. A typical drafting problem, for 


$4 Iii. Rev. Stat. c. 32, § 157.17 (1957). 

35 Td. § 157.19. 

36 Int. Rev. Cope or 1954, §§ 4301, 4321. Transfers of both types of shares are now 
taxed on the basis of the actual value of the share. 
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example, centers around the use of the standard terms “cumulative” and 
“non-cumulative.” Notwithstanding the rule in Illinois suggested by the 
decisions in Wabash Ry. v. Barclay ** and Guttman v. Illinois Cent. R.R. ** 
that no dividend “credit” would accrue as to preferred shares denominated 
“non-cumulative” in years when earnings for dividends were realized but 
no dividends were declared or paid, the draftsman would do well to think 
through some of the implications of such a doctrine in various situations in 
which earnings were realized but no dividends were declared or paid, and 
to consider the possibility that a “dividend credit” rule might be applied in 
some situations.®® Or, if the shares are to be denominated “cumulative,” he 
should consider the effect of accumulated arrearages and the means, such as 
recapitalizations and reorganizations, employed to eliminate such arrearages, 
and he should consider the extent to which proper protection of either the 
shareholder or the company require explicit drafting to cover such situations. 

In addition to the foregoing, ensuring compliance with the state and 
federal securities laws is a major legal task. The Illinois Securities Act of 
1953 4° and the Federal Securities Act of 1933 *! provide that all sales (which 
are defined to include offers) are unlawful unless exempted or excepted. 
Unless exemptions or exceptions apply, compliance requires the filing of 
registration statements and prospectuses prepared largely by lawyers. A 
small business, however, is likely to have the advantage of one of the excep- 
tions or exemptions which are offered under both laws, although the burden 
is on the issuer to show that an exemption under which he is proceeding is 
applicable to him. Furthermore, some exemptions require certain filings, 
and certain statutory liabilities apply even though a sale is made under an 
exemption. 

The principal exemptions of interest to a small business under the state 
law are the exemptions, under section 4(B),*? of the sale by an issuer to its 
own security holders, if no commission or remuneration directly or in- 
directly is paid on account of the sale; a sale without commission to not 
more than twenty-five subscribers prior to incorporation, under section 
4(M); * and sales, under section 4(G),** in any twelve consecutive months, 
to not more than fifteen persons, not counting one’s own shareholders. 
Since “sale” is defined in section 2(E) * to include “an attempt or offer 
to sell,” the exemption is probably lost if there is an attempt or offer to sell 


87 280 U.S. 197, 50 Sup. Ct. 106 (1930). 
88 189 F.2d 927 (2d Cir. 1951), cert. denied, 342 U.S. 867, 72 Sup. Ct. 107 (1951). 


39 Sanders v. Cuba R.R., 21 N.J. 78, 120 A.2d 849 (1956). See also Leeds & Lippin- 
cott Co. v. Nevius, 51 N.J. Super. 343, 144 A.2d 4 (1958). 


40 In, Rev. Srat. c. 121%, §§ 137.1-.19 (1957). 

41 48 Strat. 74 (1933), 15 U.S.C.A. §§ 77a-77aa (1951). 
42 Tit, Rev. Srat. c. 121%, § 137.4(B) (1957). 

48 Id. § 137.4(M). 

“41d. § 137.4(G). 

Id. § 137.2(E). 
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to more than fifteen outsiders. The section 4(G) exemption is also lost if 
there is a commission or other remuneration, direct or indirect, exceeding 
15 per cent of the initial offering price. Finally, even if the “small” sale is 
within the exemption, the company must file, within thirty days of the sale, 
a Report of Sale, on Form 4G, with a $2 filing fee. Failure to file that report 
makes the sale a violation of the act, which gives the purchaser an election, 
under section 14,** to avoid the sale. 

If the issue is not exempt and is not to be the subject of a federal regis- 
tration, it must be registered by “qualification” under section 5(C),*? which 
prescribes the information to be supplied. 

The Federal Securities Act of 1933 offers three possible exemptions of 
interest to a small business: 


(1) A transaction “not involving any public offering” is exempt under 
section 4(1).48 Although the Securities and Exchange Commission has in- 
dicated, by SEC Release 285 setting forth an opinion of its counsel in 1935, 
that the number of offerees, the number of units, the size of the offering, 
and the manner of offering would all be considered in determining whether 
the offering were “private” or “public,” neither the courts nor the SEC 
have since indicated a specific criterion of size for a private offering. In the 
leading case of SEC v. Ralston Purina Co.,® which involved a sale of shares 
to about 500 key employees only, the court held that the scope of the 
exemption depended on whether “the particular class of persons affected 
need the protection of the Act.” It held in that case that they did and that 
the offering was, accordingly, a “public” one. Even more recently, in the 
Matter of Crowell-Collier Publishing Company, convertible debentures 
were sold under allegedly emergency circumstances to four broker-dealer 
firms and a selected group of twenty-three other purchasers. Some of these, 
however, subsequently resold their shares, even before the initial distribution 
had been completed. Counsel for the purchasers gave written opinions 
that the transaction was a private sale within section 4(1) but the SEC ruled 
that the transaction was a public offering. Under these circumstances the 
private offering exemption does not provide a clearly definable boundary. 

(2) The second is the exemption provided by section 3(a)(11) ® for 
purely intrastate transactions. The difficulty in relying on this exemption 
is that no offers, as well as no actual sales, must be made to anyone outside 
the state, and no part of the issue must be offered or sold to a person not 
resident in the state where the corporation is incorporated and doing busi- 


46 Td. § 137.14. 

47 Id. § 137.5(C). 

4848 Srat. 77 (1933), 15 U.S.C.A. § 77d(1) (1951). 

49 346 U.S. 119, 73 Sup. Cr. 981 (1952). 

50 SEC Securities Act Release No. 3825, Aug. 12, 1957. 
5148 Srat. 75 (1933), 15 U.S.C.A. § 77c(a) (11) (1951). 
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ness. This requirement prevents corporations incorporated in Delaware 
but doing business in Illinois from taking advantage of this exemption. 
Furthermore, if there is an immediate resale to an out-of-state resident, the 
Commission may take the view that the shares were not actually sold until 
they reached the hands of the ultimate purchasers. 

(3) The third exemption is for “small issuances.” Pursuant to section 
3(b) of the Federal Securities Act,5? under which the Commission is author- 
ized to make exemptions up to $300,000 in aggregate amount of the issue, 
the Commission has adopted rules consolidated under its Regulation A.5° 
An aggregatae offering not exceeding $300,000 is exempt under this Regula- 
tion, but Rule 255 requires the issuer to file with the SEC regional office 
an application for the exemption on SEC Form 1-A. The application con- 
stitutes, in practical effect, a small registration statement carrying the usual 
penalties for failure to supply accurate information. Form 1-A must be filed 
ten days before the initial offering. If the issue involves more than $50,000, 
a little prospectus, called an “offering circular,” must be furnished the pur- 
chaser as filed with the SEC. The offering circular names and identifies 
the issuer and makes a brief statement of the general character and location 
of the property. If the issue is less than $50,000, an offering circular is 
nevertheless required if the company has not been incorporated or organized, 
and has not had net income from operations, for at least one year prior to 
filing Form 1-A, or if the company is older than one year but has not had 
a net income from operations of the character in which it intends to en- 
gage for at least one of the last two fiscal years. Even if no circular is 
required, all sales material must be filed with the SEC and a report of sales 
must be made within thirty days after each six-month period. 

All of these documents are subject, of course, to penalties for mis- 
leading or fraudulent statements or omissions to the same extent as a full 
registration statement or prospectus filed with the Commission. And the 
anti-fraud provisions of both the state and federal acts apply to all securities 
transactions whether or not exempted from registration.5* 

The burden placed on the issuer to bring itself within these state and 
federal exemptions, the nature of the exemptions, and the application of the 
anti-fraud provisions, make it important that the issuer’s counsel be 
thoroughly familiar with the provisions of the statutes and regulations and 
with all of the factual details of the financing and issuance. 


521d. § 77¢(b). 

53 1 P-H Sec. Rec. Serv. § 2031. 

54Izt. Rev. Stat. c. 121%, §§ 137.11(4), 137.12(F), (G), (I); 48 Star. 78 (1933), 
15 U.S.C.A. § 77g (1951). 








CORPORATE REORGANIZATION UNDER 
STATE AND FEDERAL STATUTES 


BY DE FOREST BILLYOU * 


THIRTY YEARS AGO, the term corporate reorganization was generally 
used to describe the process by which a corporation that was unable to pay 
its debts as they matured in the ordinary course of business could, through 
the modification of creditors’ claims, continue as a going concern. The term 
as so limited pertained to creditors’ rights alone. Today, the term is used 
in a much broader sense so as to include substantial changes or modifica- 
tions of the debt or the capital structure of a corporation, or of the rights 
in earnings or assets of some creditors or of some shareholders, whether or 
not insolvency is a motivating factor. As a result, corporate reorganization 
now includes changes in the relative rights of classes of shareholders with 
no change in creditors’ rights, and also includes changes in shareholders’ 
rights resulting from the acquisition of new assets or liabilities through 
merger, consolidation, or purchase of assets. 

The term is used in that broader sense in this paper, and therefore 
encompasses the reorganization of insolvent corporations in court proceed- 
ings as well as changes or modifications in proceedings under federal or 
state statutes of creditors’ claims against, and shareholders’ interests in, 
solvent corporations. 


CoRPORATE REORGANIZATION IN THE FEDERAL CourTS AND 
UNDER FEDERAL STATUTES 


The Equity Consent Receivership 


The early history of the corporate reorganization in this country is in 
large part the history of railroad reorganization. In the heyday of railroad 
construction in the nineteenth century, it was the fate of many newly 
launched railroads to reach a point of crisis because of unexpected high 
construction costs resulting from inadequate preliminary engineering sur- 
veys, unforeseen construction problems, or because traffic did not attain 
levels hoped for by the promoters, A distressed railroad could make prop- 
erty or cash settlements with creditors, but more insistent creditors not 
satisfied with settlements offered by the management could exercise the 
conventional right of creditors to secure a judgment and levy on the prop- 
erty of the railroad. 


* DE FOREST BILLYOU. A.B. 1942, LL.B. 1946, Columbia University; 
LL.M. 1949, Harvard University; Member of the New York Bar; co- 
editor, Dodd & Billyou, Cases and Materials on Corporate Reorganiza- 
tion (1950). 
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. Piecemeal dealing with creditors, or attachments by them, could result 
in the destruction of an operating railroad, to the detriment of those com- 
munities dependent on the road, and could also eliminate any chance that 
operations might ultimately be sufficiently remunerative to make sub- 
stantial or complete payment of creditors’ claims possible. Those factors 
prompted a Georgia equity court in 1845 to prevent the dismemberment 
by individual creditors of the railroad properties of the Monroe Railroad & 
Banking Co., which operated a line of 100 miles through six counties in 
Georgia. The court decreed the sale of the line as a whole, free of existing 
liens and claims, with distribution of the proceeds among creditors.! That 
Georgia decree appears to have been the initial step in the evolution of the 
equity consent receivership ? which, through the course of development in 
the reorganization of interstate railroads in the federal courts, became by 
the late 1920’s the major vehicle of corporate reorganization in this country. 
The procedure of the equity consent receivership has been described at 
length elsewhere.® 


The Passing of the Equity Consent Receivership and the Enactment of the 
Reorganization Provisions of the Bankruptcy Act 


A series of Supreme Court dicta commencing in 1928 caused serious 
concern as to the continued availability of the equity consent receivership,* 
particularly for the reorganization of other than railroad or public service 
corporations, and the size of fees paid to legal counsel aroused enmity in 


1See Macon & Western R.R. v. Parker, 9 Ga. 377 (1851), upholding the decree of 
1845 against collateral attack. 

2Cf. Glenn, The Basis of the Federal Receivership, 25 Corum. L. Rev. 434, 441 
(1925). 

For descriptions of the equity consent receivership by reorganization lawyers, 
see 2 SwAINE, THE CrAvATH FirM 167-69 (1948); Some Lecat Puases or CorPORATE 
FINANCING, REORGANIZATION AND REGULATION (1917) (a collection of lectures delivered 
in 1916; see especially lectures by Paul D. Cravath, Reorganization of Corporations, 
and James Byrne, Foreclosure of Railroad Mortgages); Swaine, Reorganization of 
Corporations: Certain Developments of the Last Decade, 27 Cotum. L. Rev. 901 (1927), 
28 Cotum. L. REv. 29 (1928). 

For descriptions of the equity consent receivership by unfriendly critics, see 
LowENTHAL, THE INvEstor Pays (1933); Foster, Conflicting Ideals for Reorganization, 
44 Yate L.J. 923 (1935); ARrNotp, THE Forktore or Capitatism c. 10 (1937); SEC, RE- 
PORT ON THE STUDY AND INVESTIGATION OF THE Work, ACTIVITIES, PERSONNEL AND FUNC- 
TIONS OF PROTECTIVE AND REORGANIZATION Committees, pt. VIII (1940) (“A Summary 
of the Law Pertaining to Equity and Bankruptcy Reorganizations and of the Com- 
mission’s Conclusions and Recommendations”). 

4In 1928, Mr. Chief Justice Taft suggested that a receiver appointed on a petition of 
a single contract creditor, to which petition the corporation had consented, was “irregu- 
larly appointed.” Harkin v. Brundage, 276 U'S. 36, 52, 48 Sup. Ct. 268 (1928). Subsequent 
and less sweeping statements by Mr. Justice Cardozo and Mr. Justice Brandeis were to 
the effect that the Supreme Court had never expressly or impliedly approved, and 
would not now approve, use of the consent receivership on behalf of other than railroad 
or public service corporations. Shapiro v. Wilgus, 287 U.S. 348, 356, 53 Sup. Cr. 142 
(1932); First Nat’l Bank v. Flershem, 290 U.S. 504, 515 n.7, 54 Sup. Ct. 298 (1934). 

5 See Friendly, Some Comments on the Corporate Reorganizations Act, 48 Harv. L. 
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some quarters. These factors, and attendant concern among the reorganiza- 
tion bar, resulted in further thought being given to a proposal, made initially 
in 1917, that a federal statute be enacted under the bankruptcy power which 
would permit consummation of a reorganization plan binding on all security 
holders without the establishment of an upset price as had become customary 
in the equity consent receivership.® 

This concern led to the drafting in the early 1930’s, when it was be- 
coming apparent that several large railroads were approaching insolvency 
and would require reorganization, of bills that resulted in the enactment 
in 1933 of section 77 of the Bankruptcy Act,’ which provided a statutory 
procedure for the reorganization of most railroad corporations. The follow- 
ing year, 1934, saw the enactment of section 77B ® which provided a statu- 
tory procedure for the reorganization of most other types of corporations. 
Subsequent experience led, in 1935, to substantial revision of section 77 ® and, 
in 1938, to the enactment of chapter X of the Bankruptcy Act !° which pro- 


REv. 39, 41-45 (1934); cf. Note, Methods of Attacking Receiverships, 47 Yate L.J. 746 
(1938). 

6 Rosenberg, A New Scheme of Reorganization, 17 Cotum. L. Rev. 523 (1917). 
The fiction of the upset price used in equity consent receiverships was criticized in 
Weiner, Conflicting Functions of the Upset Price in a Corporate Reorganization, 27 
Cotum. L. Rev. 132 (1927). By the enactment of § 77, federal courts may have been 
deprived of jurisdiction to entertain an equity consent receivership for a railroad 
corporation amenable to § 77. New England Coal & Coke Co. v. Rutland R.R., 143 
F.2d 179 (2d Cir. 1944); 31 Va. L. Rev. 184 (1944); Glenn, Creditors’ Rights—A Review 
of Recent Developments, 32 Va. L. REv. 235, 267-68 (1946). It is not yet clear whether 
a federal court is deprived of jurisdiction to entertain an equity consent receivership 
for a corporation amenable to chapter X. Cf. SEC v. United States Realty & Improve- 
ment Co., 310 U.S. 434, 60 Sup. Cr. 1044 (1940); Pennsylvania v. Williams, 294 U.S. 
176, 55 Sup. Cr. 391 (1935). 

747 Srat. 1474 (1933). In connection with enactment of § 77, see Rodgers & 
Groom, Reorganization of Railroad Corporations Under Section 77 of the Bankruptcy 
Act, 33 Cotum. L. Rev. 571 (1933); Lowenthal, The Railroad Reorganization Act, 47 
Harv. L. Rev. 18 (1933); Weiner, Reorganization Under Section 77: A Comment, 33 
Cotum. L. Rev. 834 (1933). 

848 SratT. 912 (1934). In connection with enactment of § 77B, see Dodd, Re- 
organization Through Bankruptcy: A Remedy for What?, 48 Harv. L. Rev. 1100 (1935); 
Friendly, Some Comments on the Corporate Reorganizations Act, 48 Harv. L. Rev. 39 
(1934); Weiner, Corporate Reorganization: Section 77B of the Bankruptcy Act, 34 
Coium. L. Rev. 1173 (1934). 

949 Srat. 911 (1935). In connection with the 1935 revision of § 77, see Craven & 
Fuller, The 1935 Amendments of the Railroad Bankruptcy Law, 49 Harv. L. Rev. 1254 
(1936); Friendly, Amendment of the Railroad Reorganization Act, 36 Cotum. L. Rev. 
27 (1936). 

For commentary on the operation of § 77, see Symposium on Railroad Reorgani- 
zation, 7 Law & COoNTEMP. Pros. 365-539 (1940); Swaine, Present Status of Railroad 
Reorganizations and Legislation Affecting Them, 18 N.Y.U.L.Q. 161 (1941); Swaine, 
A Decade of Railroad Reorganization Under Section 77 of the Federal Bankruptcy Act, 
56 Harv. L. Rev. 1037, 1193 (1943); Billyou, Railroad Reorganization Since Enactment 
of Section 77, 96 U. Pa. L. Rev. 793 (1948). 

10 §2 SraT. 883 (1938), 11 U.S.C. §§ 501-676 (1946). In connection with enactment 
of chapter X, see Gerdes, Corporate Reorganizations: Changes Effected by Chapter X 
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vided a new reorganization procedure for those corporations subject to the 
then repealed section 77B. 


Reorganization Under Section 11 of the Public Utility 
Holding Company Act 


In 1935, the same year in which Congress revised section 77 of the 
Bankruptcy Act, Congress enacted a new type of reorganization statute, 
the Public Utility Holding Company Act, section 11 of which required 
companies subject thereto to comply with certain financial and other 
standards of the Public Utility Holding Company Act. To comply with 
the financial standards, holding company systems were obliged to simplify 
their corporate structures pursuant to SEC-approved plans. Such plans 
often involved corporate transactions such as the disposition of subsidiaries, 
distribution of portfolio securities, or the consolidation, merger, or liquida- 
tion of various companies. Although in most important respects the long 
range objectives of the Public Utility Holding Company Act have been 
met and section 11 has now largely passed into history, section 11 has had, 
and the procedures established in proceedings under the act are bound to 
continue to have, important consequences upon corporate reorganizations 
for years to come.!4 

Corporate reorganization under section 77 and chapter X of the Bank- 
ruptcy Act and under section 11 of the Public Utility Holding Company 
Act will not be further discussed herein in view of the volume of literature 1? 


of the Bankruptcy Act, 52 Harv. L. REv. 1 (1938); Heuston, Corporate Reorganizations 
Under the Chandler Act, 38 Cotum. L. Rev. 1199 (1938); Teton, Reorganization Re- 
vised, 48 Yate L. J. 573 (1939). 

For commentary on the operation of chapter X, see Note, Bankruptcy: Corporate 
Reorganization: Survey of Chapter X in Operation, 18 N.Y.U.L.Q. 399 (1941); 6 
Cour, BANKRuPTcy (14th ed. Moore-Oglebay 1947), which, in the same pagination, 
appears in two volumes as Moore & OcLEBAY, CoRPORATE REORGANIZATION (1948); Billyou, 
A Decade of Corporate Reorganization Under Chapter X, 49 Cotum. L. Rev. 456 (1949). 

11For a summary of the administration of § 11 of the Holding Company Act, see 
Blair-Smith & Helfenstein, A Death Sentence or a New Lease on Life? A Survey of 
Corporate Adjustments Under the Public Utility Holding Company Act, 94 U. Pa. L. 
Rev. 148 (1946). 

For comment on the series of SEC rulings on § 11 recapitalizations, culminating in 
decisions of the United States Supreme Court, which promise to have great importance 
in years to come, see Dodd, Dissolution Preferences and Public Utility Holding Company 
Act Simplifications—The Otis Case, 58 Harv. L. Rev. 604 (1945); Dodd, The Relative 
Rights of Preferred and Common Shareholders in Recapitalization Plans Under the 
Holding Company Act, 57 Harv. L. Rev. 295 (1944); Dodd, Preferred Shareholders’ 
Rights—The Engineers Public Service Company Case, 63 Harv. L. Rev. 298 (1949); 
Note, 93 U. Pa. L. Rev. 308 (1945); Note, 31 Va. L. Rev. 928 (1945). 

The standards of fairness applied under § 11 are described in Billyou, Priority 
Rights of Security Holders in Bankruptcy Reorganization: New Directions, 67 Harv. 
L. Rev. 553 (1954). 

12 See material cited in notes 7 to 11, supra, and, in general, FINLETTER, THe Law oF 
BANKRUPTCY REORGANIZATION (1939); Gerdes, Recent Developments in Corporate 
Reorganization Under the Bankruptcy Act, 26 Va. L. Rev. 999 (1940); Israels, Some 
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reflecting the many proceedings under those statutes, other than to refer 
to the relationship between state and federal law in the field of corporate 
reorganization.!® Passing reference, at least, must be made to existing litera- 
ture regarding (1) the continued unsettled nature of the doctrine of fairness 
applicable in proceedings under the reorganization provisions of the Bank- 
ruptcy Act;1* (2) the relationship between reorganizations under chapter 
X of the Bankruptcy Act and arrangements under chapter XI of that act; ® 
and (3) the extent to which the reorganization provisions of the Bankruptcy 
Act may have superseded the application of state reorganization procedures 
to insolvent corporations having interstate activities, 


CoRPORATE REORGANIZATION UNDER ILLINOIS STATUTES 


Prior to the revamping in 1933 of the Illinois corporation law into 
what is now the Business Corporation Act of 1933,!7 there was little by way 
of specific provision in the Illinois statutes for the reorganization of Illinois 
corporations, although there were provisions applicable to railroad, insurance, 
and banking corporations. 


Problems of Policy and Procedure in the Conduct of Reorganization Proceedings, 89 
U. Pa. L. Rev. 63 (1940); Gerdes, General Principles of Plans of Corporate Reorganiza- 
tion, 89 U. Pa. L. Rev. 39 (1940); Dean, A Review of the Law of Corporate Reorganiza- 
tions, 26 Cornett L.Q. 537 (1941); Note, Distribution of Securities in Corporate Re- 
organization, 51 Yate L.J. 85 (1941); Note, Valuation by the SEC in Reorganizations, 55 
Harv. L. REv. 125 (1942) (relating to chapter X reorganizations); Cary, Liquidation of 
Corporations in Bankruptcy Reorganization, 60 Harv. L. Rev. 173 (1946); Calkins, 
Feasibility in Plans of Corporate Reorganization Under Chapter X, 61 Harv. L. Rev. 763 
(1948); Miller, Reorganization of Dissolved Corporations in Proceedings Under Chapter 
X, 62 Harv. L. Rev. 760 (1949). 

18 See discussion beginning at p. 579 infra. 

14 Billyou, Priority Rights of Security Holders in Bankruptcy Reorganization: New 
Directions, 67 Harv. L. Rev. 553 (1954); Blum, The “New Directions” for Priority 
Rights in Bankruptcy Reorganizations, 67 Harv. L. Rev. 1367 (1954); Billyou, “New 
Directions”: A Further Comment, 67 Harv. L. Rev. 1379 (1954); Gibson, The Virginia 
Corporation Law of 1956, 42 Va. L. REv. 603, 615-618 (1956); Gibson, How Fixed Are 
Class Shareholder Rights?, 23 Law & ConTEMpP. Pros. 283, 294-95 (1958). 

15 See General Stores Corp. v. Shlensky, 350 U.S. 462, 76 Sup. Ct. 516 (1956); SEC 
v. Liberty Baking Corp., 240 F.2d 511 (2d Cir. 1957), cert. denied, 353 U.S. 930, 77 Sup. 
Ct. 719 (1957); SEC v. Wilcox-Gay Corp., 231 F.2d 859 (6th Cir. 1956); Weintraub & 
Levin, A Sequel to Chapter X or Chapter XI: Coexistence for the Middle-Sized 
Corporation, 26 ForpHAM L. Rev. 292 (1957); Weintraub, Levin & Novich, Chapter X 
or Chapter XI: Coexistence for the Middle-Sized Corporation, 24 ForpHAM L. REv. 616 
(1956); Note, Allocation of Corporate Reorganizations Between Chapters X and XI of 
the Bankruptcy Act, 69 Harv. L. Rev. 352 (1955). 

16 Comment, State Reorganization Statutes, 49 Yate L.J. 1443, 1452 (1940); Com- 
ment, Effect of National Bankruptcy Act on State Insolvency Statutes, 49 Ya.e L.J. 
1090 (1940); Note, Corporate Reconstructions by Arrangements With Shareholders or 
Creditors, 62 Harv. L. Rev. 468 (1949); Miller, The Illinois Business Corporation Act 
and Bankruptcy Legislation, 29 Inu. L. Rev. 695 (1935); Comment, 1938 Wisc. L. REv. 
302. 

1TTuy, Rev. Stat. c. 32 (1957), 
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The Illinois Business Corporation Act of 1933, as amended (hereinafter 
called the act; unless otherwise indicated, subsequent references herein to 
Illinois corporations are to corporations generally subject to the provisions 
of the act—that is, corporations for profit except railroad, banking, and 
insurance corporations), includes provisions with respect to the reorganiza- 
tion of corporations substantially as complete as chose found in any state 
corporation statute.1® Apart from the act’s influence on the 50,000 corpora- 
tions presently organized in Illinois (which compares with an estimate of 
30,000 corporations presently organized in Delaware), the act is of con- 
siderable general significance because it has been the principal source of the 
Model Business Corporation Act of the Committee on Corporate Law of 
the American Bar Association,!® which model act has, in turn, been the 
principal source of revisions of corporation laws enacted since 1946 for 
Alaska (1957), Colorado (1958), the District of Columbia (1954), Maryland 
(1951), North Dakota (1957), Oregon (1953), Texas (1955), Virginia 
(1956),?4 and Wisconsin (1951).22 The model act, to a limited degree, in- 
fluenced the 1955 revision of the North Carolina law. 

Illinois, like other states, has enacted statutes for the reorganization of 
banking or insurance corporations (which for policy reasons, are excluded 
from the provisions of the Bankruptcy Act).?8 


Reorganization Under Section 90(c) of the Act 


The act includes one statutory provision of general application affecting 
creditors’ rights which, although having had little application in Illinois, de- 
serves mention because it provides some perspective as to the relationship 
between I]linois law and federal law. 

Section 90(c) of the act gives unusual powers to Illinois courts in pro- 


18For a discussion of the act, see CorporATION Law Comm. oF THE CHICAGO Bar 
Ass’N, THe ILtinots Bustness Corporation Act (2d ed. 1947); Little, The Illinois Busi- 
ness Corporation Law, 28 It. L. Rev. 997 (1934); Ballantine, A Critical Survey of the 
Illinois Business Corporation Act, 1 U. Cm. L. Rev. 357 (1934). 

19 Garrett, Model Business Corporation Act, 4 Baytor L. Rev. 412 (1952); Garrett, 
History, Purpose and Summary of the Model Business Corporation Act, 6 Bus. Law. 1 
(1950); Campbell, The Model Business Corporation Act, 11 Bus. Law. 98 (1956). 

20 Carrington, The History of the Proposed Texas Business Corporation Act, 4 
Baytor L. Rev. 428 (1952); Carrington, Experience in Texas With the Model Business 
Corporation Act, § Utau L. Rev. 292 (1957); Carrington, A Corporation Code for 
Texas, 10 Ark. L. Rev. 28 (1955); Slover, 1957 Amendments to Texas Business Corpora- 
tion Act, 20 Texas B. J. 515 (1957). 

21 Gibson, The Virginia Corporation Law of 1956, 42 Va. L. Rev. 445, 603 (1956); 
Emerson, Vital Weaknesses in the Virginia Stock Corporation Law and the Model Act, 
42 Va. L. Rev. 489 (1956); Gibson, Virginia’s Experience With the Model Business 
Corporation Act, 13 Bus. Law. 706 (1958). 

22 Young, Some Comments on the New Wisconsin Business Corporation Law, 1952 
Wis. L. REv. 5. 

3 Itt. Rev. Stat. c. 16%, § 155 (1957); id. c, 73, § 800. 
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ceedings for liquidation of a corporation pursuant to section 86 of the act. 
The statute provides: 


“When a compromise or reorganization of the corporation is pro- 
posed, whether the action shall have been instituted by a shareholder 
or by a creditor, the court, upon the summary application of any share- 
holder, or creditor, or receiver, may order a meeting of the creditors 
or shareholders, to be summoned in such manner as the court may direct. 
If a majority in number representing three-fourths in value of the 
creditors or the holders of three-fourths of the shares entitled to vote 
thereon, or both, or if a majority in number representing three-fourths 
in value of any class of creditors, or if the holders of three-fourths of 
the shares of any class, as the case may be, agree to any compromise or 
reorganization of the corporation, such compromise or reorganization, 
if approved by the court, shall be binding on all creditors or on all 
shareholders, or both, or on the class of creditors or class of share- 
holders, or both, as the case may be, and also on the corporation and its 
receivers, if any.” 4 


This provision was adopted in 1933 as part of the act, patterned on a 
provision that first appeared in the English Companies Act of 1870,?5 which 
had been added in 1925 to the Delaware Corporation Law and was adopted 
as section 59 of the Uniform Business Corporation Act of 1928.76 

While section 90(c) makes a modification procedure available to 
corporations, there are limitations to its utility. Modification of a debt in- 
curred prior to the enactment of the statute would, in the absence of con- 
sent of the creditor, be an unconstitutional impairment of the creditor’s con- 
tract,?7 but since section 90(c) has been law in Illinois for a quarter of a 
century, this is not a general problem because most of the debt of Illinois 
corporations postdates section 90(c). Even if the debt were incurred after 
the enactment of the statute, there may be some difficulty in constitutionally 
applying the statute to non-residents of Illinois,?° and, with the coming in 
the 1930’s of the reorganization provisions of the Bankruptcy Act, the para- 
mountcy of federal legislation may have seriously restricted the possible 


24 Id. c. 32, § 157.90(c). 

25 33-34 Vict. c. 104 (1870). See Note, Corporate Reconstructions by Arrangements 
With Shareholders or Creditors, 62 Harv. L. REv. 468 (1949). 

269 UnirorM Laws ANN. 149 (1957); HANDBooK oF Nat’, Conr. of COMMISSIONERS 
oN UNIForM State Laws AND ProceepIncs 147, 161 (1928). 

*7 Mather v. Cincinnati Ry. Tunnel Co., 3 Ohio C.C.R. 284 (1st Cir. 1888) (relating 
to an Ohio Law of 1863). 

28 Comment, State Reorganization Statutes, 49 Yate L.J. 1443, 1446-51 (1940). In 
light of the nation-wide effect of the reorganization of an Illinois corporation carried 
out by charter amendment or by merger, it is a little hard to appreciate the logic of 
any such territorial limitation that may be placed on the operation of § 90(c). Cf. 
Canada Southern Ry. v. Gebhard, 109 U.S. 527, 3 Sup. Ct. 363 (1883), holding that 
American owners of the bonds of a Canadian railroad were bound by an arrangement 
concluded under Canadian law. Comment, 30 Micu. L. Rev. 934, 938-42 (1932), 


‘ 
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application of section 90(c) to corporations amenable to, and securities that 
may be modified in, proceedings under section 77 and chapter X.?® 

Section 90(c), in requiring the approval of certain percentages of the 
classes to be affected by the compromise, or reorganization, as well as re- 
quiring court sanction, resembles section 77 and chapter X. But since the 
court is not expected to consider the plan until the assent of the statutory 
majority has been obtained, the court apparently has to approve or dis- 
approve a bargain arrived at by classes represented by the statutory ma- 
jority. There is no requirement that the corporation be insolvent in either 
the bankruptcy sense or in the equity sense; the words “fair and equitable,” 
or similar terms indicating a test to be applied by the court to determine 
whether the plan deserves its sanction, do not appear; and there is no pro- 
vision for excluding shareholders from the reorganized enterprise even if 
their claims are without economic value. 

To what extent such factors may be regarded as differentiating re- 
organization under section 90(c) from reorganization under the Bankruptcy 
Act remains to be seen. If the corporation is solvent in either the bankruptcy 
or in the equity sense, the situation in some respects resembles reorganization 
under section 11 of the Public Utility Holding Company Act, although the 
court does not have the power possessed by the SEC under the act to impose 
a plan upon an unwilling creditor or shareholder class. 

Like the provision of the English Companies Act, section 90(c) ac- 
centuates the idea of a reorganization plan as a bargain arrived at by classes 
represented by the majority. English courts, in acting under the comparable 
provisions of the Companies Act, have treated the problem as being one of 
the reasonableness of the business judgment of the majority,®° rather than 
being one governed by legal standards of full priority—an approach closely 
resembling that used by the courts of most states in considering the modifi- 
cation of shareholders’ rights in connection with an amendment of articles 
of incorporation or merger. Section 90(c), it should be noted, makes judicial 
approval a prerequisite to validity of the modification, whereas in reorgani- 
zations carried out by amendment of articles of incorporation or merger or 
consolidation, the act does not require that courts play any part until a 
minority stockholder appeals to a court as a court of equity to protect his 
rights. 


Reorganization Under the Act by (1) Amendment of Articles of 
Incorporation, (2) Merger or Consolidation, and 
(3) Sale of Assets Followed by Dissolution 


Most reorganizations carried out pursuant to the act are not carried out 


29 See note 16 supra. 

30 Im re Alabama, N.O., T.& P. Ry., [1891] 1 Ch. 213 (C.A.); Rice, Protection of 
Minorities Against Oppression Under Section 206 of the Companies Act, 1948, 21 
Monern L. Rev. 623 (1958); PALMER, Company Law 439 (19th ed, 1948). 
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under the provisions of section 90(c), but under provisions of the act which 
authorize the modification of only the rights of shareholders—for example, 
by an amendment to a corporations’ articles of incorporation; *! or by 
merger or consolidation; *? or by sale of corporate assets for securities of 
the purchasing corporation followed by dissolution of the selling corpora- 
tion. Such reorganizations may, for example, accomplish any one or more 
of the following: 


(a) elimination of the right to accrued dividends and future accruals; 

(b) the authorization of prior preferred shares; 

(c) reduction of capital; and 

(d) alteration of dividend rates, redemption or sinking fund provisions, 
and voting and pre-emptive rights. 


There are many reasons for reorganizations pursuant to state law, but 
a disparate amount of litigation has pertained to reorganizations dealing 
with dividends accrued on preferred shares. In the last twenty-five years, 
there has been a great deal of litigation, some of it in Illinois, regarding the 
modification of dividends accrued on preferred shares, and most of the 
litigation and the literature pertaining to reorganizations carried out under 
state statutes pertain to reorganizations carried out for the purpose of deal- 
ing with dividends accrued on preferred shares.24 This has been an im- 
portant issue because the depression of the 1930’s and consequent adjust- 
ments resulted in some instances in serious reductions in corporate income 
which, in the case of many corporations with outstanding preferred stock, 
prevented the payment of dividends on common shares. 

Not only did the existence of such arrearages result in concern among 
the common shareholders who were denied dividends on their stock, but 
it reflected adversely on the credit of the corporation and made impossible 
common stock financing on reasonable terms. For all of these reasons, 
corporations turned to ways and means to eliminate these arrearages. While 
this precipitated a disparate amount of litigation, in the process considerable 
light was thrown on the meaning of various corporation statutes and the 
relationship between a corporation and its shareholders. The dividend ar- 
rearage cases are most illuminating because they present in acute form, but 


31 Tui. Rev. Stat. c. 32, §§ 157.52-.57 (1957). 

32 Id. §§ 157.61-.70. 

83 Jd. §§ 157.71-.73. 

34 F.g., Note, Protection for Shareholder Interests in Recapitalizations of Publicly 
Held Corporations, 58 Corum. L. Rev. 1030 (1958); Note, Limitations on Alteration of 
Shareholders’ Rights by Charter Amendment, 69 Harv. L. Rev. 538 (1956); Becht, 
Alterations of Accrued Dividends, 49 Micu. L. Rev. 363, 565 (1951); Becht, Corporate 
Charter Amendments: Issues of Prior Stock and the Alteration of Dividend Rates, 50 
Cou. L. Rev. 900 (1950); Becht, Changes in the Interests of Classes of Stockholders 
by Corporate Charter Amendments Reducing Capital, and Altering Redemption, 
Liquidation and Sinking Fund Provisions, 36 Cornett L.Q. 1 (1950). 
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not always enlightening form, the legal problems inherent in the modification 
of the rights of shareholders under state law. 

As the first glimmer of prosperity appeared in the middle 1930's, a 
number of corporations with substantial arrearages on their preferred stock 
set about to eliminate those arrearages, generally by proposing amendments 
to their articles of incorporation. Such proposals could take two forms: 
(1) the direct amendment of articles of incorporation so as to eliminate 
or modify or cancel the rights of preferred shares to accrued dividends, and 
(2) the amendment of articles of incorporation so as to authorize the crea- 
tion of a new class of prior preferred shares to be made available to holders 
of existing preferred shares having accrued dividends for voluntary ex- 
change. 

A serious obstacle to the first of such forms appeared in the decisions 
of the Delaware Supreme Court in 1936 and 1937 holding that the Delaware 
Corporation Law did not permit the elimination of arrearages by the amend- 
ment of articles of incorporation of Delaware corporations so as to eliminate 
or modify or cancel the rights of preferred shares to accrued dividends. 
As a result of those decisions, Delaware corporations desirous of eliminating 
arrearages on preferred stock were obliged to proceed along the route of 
indirect amendment of articles of incorporation, through the creation of a 
new class of prior preferred shares to be made available to holders of exist- 
ing preferred shares for voluntary exchange,®* or by funding or otherwise 
dealing with preferred shares and arrearages in a merger,®* and such a 
merger could be with a wholly-owned subsidiary organized for the purpose 
of carrying out the particular transaction.®® 


Amendment of Articles of Incorporation 


The 1936 and 1937 decisions of the Delaware Supreme Court spelling 
out limitations with respect to the power of a Delaware corporation to 
eliminate dividends accrued on preferred shares must have been disturbing 
to those concerned with the act. The language of the Delaware statute, 
which was held by the Delaware Supreme Court to be inadequate, authorized 
amendments to certificates of incorporation of Delaware corporations to 


85 Consolidated Film Industries, Inc. v. Johnson, 22 Del. Ch. 407, 197 Atl. 489 
(Sup. Ct. 1937) (corporation organized subsequent to enactment of statute); Keller v. 
Wilson & Co., 21 Del. Ch. 391, 190 Atl. 115 (Sup. Ct. 1936) (corporation organized prior 
to enactment of statute). Three years prior to the Keller decision, a federal court had 
held that the Delaware Corporation Law authorized a transaction such as that involved in 
the Keller and Consolidated Film cases. Harr v. Pioneer Mechanical Corp., 65 F.2d 332 
(2d Cir. 1933), cert. denied, 290 US. 673, 54 Sup. Ct. 91 (1933). 

36 This type of transaction was upheld in Shanik v. White Sewing Machine Corp., 
25 Del. Ch. 371, 19 A.2d 831 (1941). 

87 Federal United Corp. v. Havender, 24 Del. Ch. 318, 11 A.2d 331 (Sup. Crt. 1940). 

38 Hottenstein v. York Ice Machinery Corp., 136 F.2d 944 (3d Cir. 1943), cert. 
denied, 325 U.S. 886, 65 Sup. Ct. 1573 (1945); Porges v. Vadsco Sales Corp., 27 Del. 
Ch. 127, 32 A.2d 148 (Ch. 1943). 
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change “preferences or relative, participating, optional or other special 
rights of the shares,” 8° language which was strikingly similar to that of 
section 52(g) of the act which authorized amendments to articles of in- 
corporation of Illinois corporations: “(g) To change .. . the preferences, 
qualifications, limitations, restrictions, and the special or relative rights in 
respect of all or any part of its shares. .. .” *° 


Indirect Amendment—the Naylor Pipe Case 


A plan under section 52(n) of the act *! involving the amendment of the 
articles of incorporation of Naylor Pipe Company, an Illinois corporation 
organized prior to enactment of the act, provided some insight into the 
Illinois law. This plan provided for the holders of an existing class of cumu- 
lative convertible preferred stock (on which undeclared dividends of $20 
per share had accrued), shares of cumulative convertible prior preferred 
stock to be made available in exchange for their old shares. The amendment 
not only authorized the new prior preferred, but reduced the par value of 
the old preferred from $50 to $10 per share and eliminated the right to 
convert each share of old preferred into one share of common stock. 

A holder of old preferred stock (which, by the reorganization, became 
junior preferred stock) brought a suit seeking to have the amendment creat- 
ing the new prior preferred stock declared null and void and to enjoin the 
payment of dividends on the new prior preferred stock. The shareholder 
contended, unsuccessfully, that the amendment unconstitutionally interfered 
with “vested” rights pertaining to the old preferred. In 1940, the Illinois 
Supreme Court, with the benefit of briefs of three groups of amici curiae, 
held that section 52, as it then existed, permitted a transaction of this kind,*? 
a conclusion that is comparable to decisions reached under the statutes of 
five other states.** 


89 Del. Laws 1927, c. 85, § 10, now Dex. Cope ANN. tit. 8, § 242(a) (3) (1953). 

40 ILL. Rev. Stat. c. 32, § 157.52(g) (1957). 

41 Section 52(n) of the act empowers a corporation to amend its articles of in- 
corporation: “(n) To create new classes of shares having rights and preferences either 
prior and superior or subordinate and inferior to the shares of any class then authorized, 
whether issued or unissued.” Jd. § 157.52(n). 

42 Kreicker v. Naylor Pipe Co., 374 Ill. 364, 29 N.E.2d 592 (1940), aff'd per curiam, 
312 U.S. 659, 61 Sup. Cr. 735 (1941); 8 U. Cut. L. Rev. 134 (1940). 

48 A comparable conclusion was reached in Johnson v. Fuller, 121 F.2d 618 (3d Cir. 
1941), cert. denied, 314 U.S. 681, 62 Sup. Cr. 184 (1941) (Pennsylvania law); Ainsworth 
v. Southwestern Drug Corp., 95 F.2d 172 (5th Cir. 1938) (Texas law); Shanik v. White 
Sewing Machine Corp., 25 Del. Ch. 371, 19 A.2d 831 (Sup. Ct. 1941); Francke v. Axton- 
Fisher Tobacco Co., 289 Ky. 687, 160 S.W.2d 23 (1942); Johnson v. Lamprecht, 133 Ohio 
St. 567, 15 N.E.2d 127 (1938); cf. Johnson v. Bradley Knitting Co., 228 Wis. 566, 280 
N.W. 688 (1938); 1943 Wis. L. Rev. 417. See Dodd, Accrued Dividends in Delaware 
Corporations—From Vested Right to Mirage, 57 Harv. L. Rev. 894 (1944). 

A contrary conclusion was reached in Patterson v. Durham Hosiery Mills, 214 N.C. 
806, 200 S.E. 906 (1939). 
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The Naylor Pipe decision is based, in part, on the fact that the exchange 
of the old preferred, with its accrued but undeclared dividends, for new 
prior preferred shares was optional with the holders. The court expressed 
the view that rights are not unconstitutionally impaired when they are 
changed by voluntary surrender and where, as here, holders of preferred 
shares could choose whether or not to accept new prior preferred stock. 


Direct Amendment—the Western Foundry Case 


The voluntary aspect of the Naylor Pipe case received elaboration in 
subsequent litigation involving Western Foundry Company, an Illinois 
corporation, which amended its certificate of incorporation in 1941 to 
(1) cancel all dividends on preferred shares (amounting to $72 per share 
or an aggregate of $392,472), (2) make preferred stock dividends non- 
cumulative, and (3) reduce the par value of common shares from $10 to 
$5 per share. This change was not made pursuant to any provision of the 
act, but pursuant to provisions of Western Foundry’s articles of incorpora- 
tion which provided, much like section 52(g) of the act, that “the rights 
and preferences of the preferred stock may be changed,” and which also 
set forth the procedure for making such changes. 

In a proceeding instituted in 1946, Western Foundry Company sought 
a declaratory judgment that the amendment was legal and binding on de- 
fendant shareholder who had not assented to the amendment. An Illinois 
appellate court sustained the objections of the stockholder and held that the 
amendment canceling accrued preferred dividends unlawfully interfered 
with a “vested” right that was more than a mere preference subject to change 
by a vote of part of a class.** 

The Illinois Supreme Court held that action was authorized by the 
provisions of the certificate of incorporation authorizing the holders of at 
least two-thirds of the preferred stock to “alter or change the preferences” 
given by the certificate of incorporation to the preferred stock.* Although 


44 Western Foundry Co. v. Wicker, 335 Ill. App. 106, 80 N.E.2d 548 (1st Dist. 1948). 

45 Western Foundry Co. v. Wicker, 403 Ill. 260, 85 N.E.2d 722 (1949); 44 Ixx. L. 
REv. 389 (1949). 

Other cases construing broad language as permitting charter amendment to alter 
accrued dividend rights are McQuillen v. National Cash Register Co., 27 F. Supp. 639 
(D. Md. 1939), aff'd, 112 F.2d 877 (4th Cir.), cert. denied, 311 U.S. 695, 61 Sup. Cr. 140 
(1940) (Maryland law); Sherman v. Pepin Pickling Co., 230 Minn. 87, 41 N.W.2d 571 
(1950); McNulty v. W. & J. Sloane, 184 Misc. 835, 54 N.Y.S.2d 253 (Sup. Ct. 1945). 
In the McNulty case, supra, Shientag, J., in sustaining the New York statute authorizing 
abolition of rights to undeclared cumulative dividends, wrote: 

“It is obvious that the right to accumulated dividends accrued by lapse of time 
but not declared, is not in the nature of a debt. There is no debt until the dividend 
has been declared. The only effect of a provision for accumulated dividends in a 
certificate of incorporation is to restrict the corporation from declaring dividends on 
other classes of stock until the cumulative dividends have been declared and paid. 
This is a preferential right and a valuable one. It does not, however, give rise to a 
chose in action which could be alienated or devised. It is not a property right in the 
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Western Foundry was decided by the Illinois Supreme Court on the basis 
of an amendment provision contained in the articles of incorporation of 
Western Foundry, the pertinent provisions of its articles were sufficiently 
similar to section 52(g) to indicate that the supreme court was satisfied that 
a corporation organized after enactment of the act in 1933 (or which issued 
preferred stock after that date) was authorized to eliminate arrearages ac- 
crued thereon by amendment to its articles of incorporation.** The Illinois 
General Assembly in 1957, apparently as a bit of legislative embroidery, 
added paragraph (q) to section 52 to state expressly that articles of in- 
corporation may be amended “to cancel or otherwise affect the right of 
the holders of the shares of any class to receive dividends which have accrued 
but have not been declared.” 

In Western Foundry the stockholder failed in his effort to persuade the 
court that accrued but undeclared dividends on preferred stock constituted 
a “vested” right that could not be altered by procedures set out in the 
articles of incorporation, for, the court held, the alteration or change was 
an alteration or change of a mere preference. Since courts choosing to 
recognize claims of shareholders (such as the shareholder in Western 
Foundry) objecting to plans dealing with accrued preferred dividends de- 
scribe accrued dividends as rights that are “vested,” it is hard to visualize any 
action authorized by section 52 of the act that might be held to interfere 
unlawfully or unconstitutionally with a “vested” right of a shareholder. 


The Armour Reorganization 47 
The most recent significant reorganization case to come before the 
Illinois courts involves a proposal of Armour and Company to dispose of 


sense that it exists separate and apart from the certificate. .. . No preferred stockholder 
has a right to demand that dividends be paid him merely because a period of time has 
elapsed. The directors, before declaring any dividends, must take into consideration 
not only the earnings, but also the business needs, of the corporation. 

“The contract between stockholders inter se is not an unconditional contract. It 
is a contract subject to a condition that it may be changed or altered in the manner 
prescribed or authorized by the Legislature. Of course, if a right to a specific sum of 
money has accrued, this right would be preserved against impairment by the constitu- 
tional provision protecting property, but that is because this property right then exists 
separate and apart from and in addition to the contract. The very essence of the re- 
served power of the Legislature is to enable it to change preferential rights of the 
different classes of stock in a corporation. ...” Id. at 842-43, 54 N.Y.2d at 260-61. 

46 Becht, Alterations of Accrued Dividends, 49 Micn. L. Rev. 363, 384-85 (1951). 


47 The Armour reorganization is the subject of litigation instituted in January 1955. 
In 1958 the Superior Court of Cook County upheld the reorganization in all respects 
and at the time of this writing the matter is on appeal before the Supreme Court of 
Illinois. Realizing that there is much to be said against commenting on a matter that 
is the subject of pending judicial proceedings, the writer wishes to state that comments 
made herein with respect to the Armour reorganization are not intended to influence 
the outcome of those proceedings in any way, are made only because the limited number 
of other relevant Illinois cases makes that reorganization useful in discussing problems 
directly related to the subject of this symposium and are made without the benefit of 
study of the briefs filed by both sides with the Illinois courts. 
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arrearages accrued on its $6 cumulative convertible prior preferred stock. 
~The plan provided for the amendment, pursuant to section 52(g) of the 
act, of the articles of incorporation of Armour so that the preferred stock 
(redeemable upon the payment of $115 per share plus $120 in dividends ac- 
crued to the date of redemption) could be redeemed upon the payment of 
$235 principal amount of 5 per cent cumulative income subordinated deben- 
tures, due 1984, and a 10-year warrant for the purchase of one share of 
Armour common stock at prices from $12.50 to $20 per share. 

There were many important consequences to the reorganization: since 
the interest payable on the new debt security to be given to the former 
preferred shareholders was deductible for tax purposes, the substitution of 
debentures for preferred stock resulted in an earnings coverage on the 
debentures considerably in excess of the earnings coverage on the preferred 
stock; a sinking fund was provided for the debentures; some participation 
in any future rise in the market value of the Armour common stock was 
given in the form of the common stock warrant given to the old preferred 
shareholders; and the very great dilution in common stock equity that was 
inherent in the conversion feature of the preferred stock was greatly re- 
duced. 

There were many advantages inherent in the recapitalization for it 
helped meet the cash requirements of Armour partly through the tax saving 
inherent in converting the preferred stock into debentures. The company 
solicited votes for the transaction by a proxy statement in the form of the 
prospectus that was part of a registration statement filed with the SEC to 
register common stock issuable upon exercise of the warrants. 

In a proceeding instituted in the Superior Court of Cook County, 
holders of the preferred stock sought a declaratory judgment that the 
amendment to Armour’s articles of incorporation, and the redemption of 
its preferred stock pursuant to the amendment, were illegal, unfair, and 
unconstitutional. In 1958 the Superior Court held in an unreported decision 
that the transaction was authorized by section 52(g) of the act, apparently 
as an amendment changing “the preferences, qualifications, limitations, re- 
strictions, and the special or relative rights” of the preferred stock. 


Merger and Consolidation 


Decisions of Delaware holding that its statute did not authorize direct 
amendments to a certificate of incorporation so as to eliminate preferred 
arrearages compelled Delaware corporations concerned about accruals on 
preferred stock to cast about for alternative ways to handle the problem. 
While Illinois corporations were not confronted with this problem, it is 
worth briefly referring to the merger alternative which permitted Delaware 
and other corporations to surmount their difficulties. It illustrates one more 


48 Bowman v. Armour & Co., No. 55 S 482 Super. Ct. of Cook County. 








570 BUSINESSES IN DIFFICULTY [VoL. 1958 


way in which changes can be made in corporate structures, for many 
things that can be accomplished under an amendment statute can usually 
be accomplished in the course of merger or consolidation. 

In some jurisdictions a merger with a wholly-owned subsidiary (at times 
one created solely for the merger) is often carried out to accomplish a 
recapitalization of a corporation. It may also be used to transfer a corporate 
domicile or to eliminate a subsidiary for the sake of simplifying corporate 
structure. 

Since section 2(a) of the act excludes a foreign corporation from the 
definition of a corporation, it is clear that prior to 1943 the general merger 
provisions of sections 61-70 would not authorize the merger of an Illinois 
corporation with a foreign corporation, whether or not the foreign corpora- 
tion was a wholly-owned subsidiary of the Illinois corporation.*® In 1943, 
section 69A was added to the act to authorize expressly the merger of foreign 
corporations and Illinois corporations, and provided that the effect of such 
merger or consolidation shall be the same as in the case of the merger or con- 
solidation of two Illinois corporations except if the surviving corporation is 
to be governed by the laws of a state other than Illinois. 

Under section 69A an Illinois corporation desiring to become a corpora- 
tion of, say, Delaware, may create a wholly-owned Delaware subsidiary and 
proceed to merge the Illinois parent into the Delaware subsidiary. This was 
done in 1958 in the merger of Deere & Company, an Illinois corporation, 
into a newly organized wholly-owned Delaware subsidiary with the result 
that publicly-held common stock of the Illinois corporation was converted 
into common stock of the Delaware corporation and publicly-held non- 
redeemable preferred stock of the Illinois corporation was converted into 
debentures of the Delaware corporation.®® 


49 Cf. American Loan & Trust Co. v. Minnesota & N.W.R.R., 157 Ill. 641, 42 N.E. 
153 (1895), a case involving the railroad law of Illinois, where it was decided that 
general authority given in the Illinois statutes to an Illinois corporation to merge was 
not adequate to authorize merger with a Minnesota corporation, but that express 
authority must be given. 

50 The transaction was tax free so far as the participating corporations and the 
common shareholders of the Illinois corporation were concerned, but the conversion 
of the preferred stock of the Illinois corporation into debentures of the Delaware 
corporation resulted in the recognition of taxable gain or loss to the preferred share- 
holders. Proxy Statement of Deere & Company dated July 29, 1958, p. 5. 

Although not carried out pursuant to the provisions of the act (but presumably 
pursuant to §§ 29a and 49a of chapter 114 of the Illinois statutes), the reincorporation 
of Chicago Great Western Railway Company, a corporation organized under the 
Illinois General Railroad Corporation Law, into a Delaware corporation, by its merger 
into a wholly-owned Delaware subsidiary, presents many provocative problems for those 
interested in state corporation statutes, whether of Illinois or elsewhere. In the proxy 
statement, it was stated that the primary reason for reincorporation in Delaware was 
“to enable the Company to be governed by a modern, complete corporation code, 
as would be the case in Delaware instead of uncodified antiquated special statutes, as 
in the case of Illinois.” In the November 18, 1955, report of the ICC considering various 
aspects of the transaction, it was stated: “The applicants set forth several advantages 
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Decided cases indicate that the laws of Delaware,5! New York,"? 
Pennsylvania,®* and Kentucky ** permit the elimination of dividends ac- 
crued on preferred stock upon a merger, some of those cases involving the 
merger of a wholly-owned, or substantially wholly-owned, subsidiary into 
its parent. While there are no reported Illinois cases in point, sections 61 
and 69A of the act (authorizing the merger of two or more Illinois or 
foreign corporations) and section 52(g) (authorizing the elimination of 
accrued preferred dividends by direct amendment of the corporate charter) 
would seem to eliminate any question with respect to the power of an 
Illinois corporation to modify accrued preferred dividends in a merger 
with a wholly-owned Illinois or foreign subsidiary. In this connection, it is 
worth noting that at the time of the Delaware and New York decisions re- 
ferred to above it was not possible in those jurisdictions to eliminate ar- 


to be derived from incorporation in Delaware. They point out that the Delaware law 
makes specific provision with respect to numerous problems concerning which the 
laws of Illinois are silent, and, in addition, the provisions of the Delaware act have 
been construed and clarified by court decisions to a much greater extent than is the 
case in Illinois. The transfer of operation of the railroad to the Delaware company 
will render it possible for counsel more accurately to appraise and express opinions 
as to the legal rights and obligations of the railroad corporation. This will enable 
directors and stockholders to adopt courses of action which may be deemed to be 
advantageous to the corporation but which might otherwise be discarded because of 
doubt as to their validity under the laws of Illinois. 

“Under the constitution and the statutes of Illinois a majority of the directors of 
the Illinois company must be residents of Illinois. Delaware has no similar requirement. 
Removal of this limitation will permit the unrestricted choice by the stockholders of 
qualified directors whose presence on the board would be desirable, unhampered by 
the test of residence. The law of Delaware permits vacancies on the board of directors 
to be filled by the remaining members of the board. Under the law of Illinois such 
action must be taken by the stockholders, which entails the expense and trouble of a 
special meeting or a delay until the next annual meeting. 

“The power of the board of directors of the Delaware corporation to create and 
act through an executive committee is explicit. No specific provision exists in the 
law of Illinois for such a committee, and there is serious doubt as to the validity thereof. 
Many persons will not accept or act upon authorizations made by an executive com- 
mittee, which causes substantial delay and inconvenience in the day-to-day operations 
of the Illinois company. 

“Annual and special meetings of stockholders of the Delaware corporation can be 
held in any State, as best suits the convenience of the stockholders. Illinois law requires 
that meetings of shareholders of railroad corporations be held in Illinois. The Delaware 
corporation is granted perpetual existence under Delaware law obviating the necessity 
of renewing its charter every fifty years as the Illinois company must.” 

The proxy statement also stated that the assets, liabilities and accounts of the Illinois 
corporation would be recorded on the books of the Delaware corporation as then stated 
on the books of the Illinois corporation, and that the relative, preferential, and other 
rights of the shareholders of the Illinois corporation would not be changed. 


51 Supra notes 37 and 38. 
52 Zobel v. American Locomotive Co., 182 Misc. 323, 44 N.Y.S.2d 33 (Sup. Ct. 1943); 
Anderson v. International Minerals & Chemical Corp., 295 N.Y. 343, 67 N.E.2d 573 (1946). 


53 Hubbard v. Jones & Laughlin Steel Corp., 42 F. Supp. 432 (W.D. Pa. 1941). 
54 Donohue v. Heuser, 239 S.W.2d 238 (Ky. 1951). 
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rearages on preferred stock by direct charter amendment, although it is now 
possible in New York, but not in Delaware. 

Section 59A of the General Corporation Law of Delaware, enacted in 
1937, provided for a simplified merger of a wholly-owned Delaware subsidi- 
ary into a Delaware parent solely upon the adoption of an appropriate 
resolution by the board of directors of the parent and without the vote of 
shareholders of either corporation. This section (which made it possible to 
eliminate a wholly-owned subsidiary, but not to reorganize the parent in 
the process) was said by the Delaware Supreme Court to be not a grant of 
authority to merge parent and subsidiary but, rather, a simplification of the 
procedure to carry out a merger between parent and a wholly-owned 
subsidiary.°® The success of this Delaware statute led to the enactment of 
similar statutes in New York, California, Massachusetts, and Ohio, and 
to the inclusion of such a provision as optional section 68A of the model act 
which, in turn, led to the enactment of such a provision in the corporation 
laws of the District of Columbia, Maryland, North Carolina, and Virginia. 

Under the present form of the Delaware statute, it is possible for a 
parent corporation to acquire by such a simplified merger all of the assets 
of a subsidiary (but the capital structure of the parent corporation may not 
be reorganized in the process) if 90 per cent of the subsidiary’s out- 
standing stock of each class is owned by the parent. In the process it is not 
required that securities be given to the minority shareholders of the sub- 
sidiary for they may be provided cash 57 (as is also the case under optional 
section 68A of the model act and under the New York statute, the required 
minimum percentage of ownership being 95 per cent). In Delaware, as well 
as under optional section 68A of the model act and under the New York 
statute, minority shareholders of the merged subsidiary have a statutory 
right of appraisal. The general acceptance of such simplified merger pro- 
cedures applicable to subsidiary corporations in so many jurisdictions indi- 
cates that it would be a worth-while addition to the Illinois act. 


Sale of Assets Followed by Dissolution 


A further vehicle for reorganization is contained in sections 72 and 73, 
which provided for the sale by a corporation of all of its assets for se- 
curities of the purchasing corporation, followed by voluntary dissolution 


55 Keller v. Wilson & Co., Inc., 21 Del. Ch. 391, 190 Atl. 115 (Sup. Ct. 1936); 
Wiedersum v. Atlantic Cement Products, Inc., 261 App. Div. 305, 25 N.Y.S.2d 496 
(2d Dep’t 1941). The New York statute was amended in 1943, N.Y. Sess. Laws 1943, 
c. 600, at 1215, to permit the elimination of accrued preferred dividends by amendment 
of a corporate charter. McNulty v. W. & J. Sloane, 184 Misc. 835, 54 N.Y.S.2d 253 
(Sup. Cr. 1945). 

56 See Federal United Corp. v. Havender, 24 Del. Ch. 318, 11 A.2d 331, 337 (Sup. 
Ct. 1940). 

57 Coyne v. Park & Tilford Distillers Corp., 146 A.2d 785 (Del. Ch. 1958). 
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of the seller. Many things that can be accomplished by charter amendment 58 
and by merger or consolidation *® may be accomplished by such a sale of 
assets. As in the case of merger, a shareholder dissatisfied with a sale of 
assets transaction is provided a statutory procedure for receiving cash pay- 
ment of the fair value of his shares.* 


The Role of Courts in Reorganizations Under the Act 


It is worth considering whether compliance with the applicable pro- 
visions of the act is all that is required to effectively carry out a reorganiza- 
tion of an Illinois corporation or whether courts have some power to apply 
a judicial test of propriety or fairness to a transaction that otherwise meets 
statutory requirements. 

It has been suggested that where an amendment statute like section 52 of 
the act (or section 53 of the model act) requires the vote of two affected 
shares for every affected share opposed or not voting, since it is traditional 
to accept the result of such a ballot, corporate action once taken on such 
a vote should be final except for fraud if there has been adequate disclosure 
of the nature of the plan. In short, an amendment carried out pursuant to 
the provisions of section 52 to 57 of the act (or the analogous provisions 
of the model act) should not be subject to scrutiny other than for fraud.® 
This position would circumscribe a jurisdiction that many courts have as- 
serted in this area, although not without considerable uncertainty or criti- 
cism,®* but for present purposes this position will be discussed only in terms 


58 Iii. Rev. Stat. c. 32, §§ 157.52-.57 (1957). 

59 Id. §§ 157.61-.70. 

60 Jd. §§ 157.73. Cases discussing the sale of assets provision of the act are cited 
in notes 66-68, infra, and related text. 

61For reported decisions involving appraisal procedures under Illinois law, see 
Ahlenius v. Bunn & Humphreys, Inc., 358 Ill. 155, 192 N.E. 824 (1934); Stiles v. 
Aluminum Products Co., 338 Ill. App. 48, 86 N.E.2d 887 (1st Dist. 1949). For insight 
into appraisal practices in other jurisdictions, see Sporborg v. City Specialty Stores, 
Inc., 123 A.2d 121 (Del. Ch. 1956); Heller v. Munsingwear, Inc., 33 Del. Ch. 593, 
98 A.2d 774 (1953); Skoler, Some Observations on the Scope of Appraisal Statutes, 13 
Bus. Law 240 (1958). 

62 An exponent of this view writes: [MlJodifications of class-shareholder rights 
will present no justiciable question, except where noncompliance with the statute or 
fraud is alleged. This is on the simple ground that if the amendment is authorized 
by statute, the legislature has spoken and judges should not deny its effect by sub- 
stituting their own notions of public policy.” Gibson, How Fixed Are Class Share- 
holder Rights?, 23 Law & Contemp. Pros. 283, 291 (1958); Gibson, Virginia’s Experi- 
ence With the Model Business Corporation Act, 13 Bus. Law. 706, 713-14 (1958). 

68 See Dodd, Fair and Equitable Recapitalizations, 55 Harv. L. Rev. 780 (1942); 
Latty, Fairness—The Focal Point in Preferred Stock Arrearage Elimination, 29 Va. L. 
Rev. 1 (1942); Walter, Fairness in State Court Recapitalization Plans—A Disappearing 
Doctrine, 29 B.U.L. Rev. 453 (1949); Becht, Corporate Charter Amendments: Issues 
of Prior Stock and the Alteration of Dividend Rates, 50 Corum. L. Rev. 900 (1950); 
Becht, Changes in the Interests of Classes of Stockholders by Corporate Charter 
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of the law of Illinois. In the Western Foundry decision, the Illinois Supreme 
Court did apply a judicial test of propriety or fairness to a transaction that 
otherwise met the requirements of the certificate of incorporation and con- 
cluded that the case met a test of fairness. 

In some instances where courts have been asked to consider the fairness 
of a proposed corporate transaction upon shareholders, courts have declined 
to do so on the ground that shareholders dissatisfied with such a transaction 
were free to use statutory appraisal procedures permitting them to obtain 
the fair value of their shares and that this was the exclusive remedy of dis- 
satisfied shareholders. 

Some who have considered the situation in Delaware (where accumu- 
lations of undeclared dividends on preferred stock may not be eliminated 
by a direct charter amendment but may be eliminated in a merger), have 
suggested that the explanation for the Delaware situation may be that the 
availability in Delaware of appraisal rights in mergers, but not in the case 
of an amendment to a certificate of incorporation, is sufficiently important 
so that the Delaware Courts have felt free to construe the Delaware statute 
as allowing recapitalization by merger (with appraisal rights) but not by 
amendment (without appraisal rights). 

The Illinois statute does not extend appraisal rights to amendments, al- 
though that right is available to dissatisfied stockholders in cases of merger 
or consolidation * or sale of assets other than in the regular course of busi- 
ness.® 

A decision of an Illinois appellate court made one year prior to the 
Western Foundry decision of the Illinois Supreme Court has some bearing 
on the role of Illinois courts with respect to transactions carried out pur- 
suant to various sections of the act.®* The case pertained to the distribution 
of the cash proceeds of a sale of all of the assets of Quincy Memorial Bridge 
Corporation carried out pursuant to section 72 of the act. The agreement 
between the selling corporation and the purchaser provided that the cash 
proceeds should be distributed by the payment of $150 per share to pre- 
ferred shares (whose dissolution preference, including all accrued dividends, 
was $205 per share) and by the payment of $5 to each common share. 

By section 73 of the act, shareholders not voting for the sale were 
accorded an appraisal right, and by the words of that section a shareholder 
failing to demand such appraisal within a specified period was conclusively 
presumed to have consented to the sale and was bound by the terms 


Amendments Reducing Capital, and Altering Redemption, Liquidation and Sinking 
Fund Provisions, 36 Cornett L.Q. 1 (1950). Note, Limitations on Alteration of Share- 
holders’ Rights by Charter Amendment, 69 Harv. L. Rev. 538 (1956). 

6 Trt. Rev. Stat. c. 32, § 157.70 (1957). 

6 Td. § 157.73. 

66 Opelka v. Quincy Memorial Bridge Co., 335 Ill. App. 402, 82 N.E.2d 184 (3d 
Dist. 1948). 
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thereof. The appellate court held that notwithstanding that such right of 
appraisal had been invoked by the plaintiff, appraisal was not an exclusive 
remedy of a shareholder where he alleged fraud or illegality, and further 
held that a court could enjoin the distribution of sums received on the sale 
even though shareholders had given the requisite statutory approval to the 
sale and to the distribution.®* 

In the Quincy Bridge case some attention was given to the fact that the 
plaintiff who sought to enjoin the distribution of the sums had previously 
instituted an appraisal proceeding. The defendant attempted to persuade 
the court that the appraisal proceeding was the sole remedy of the plaintiff, 
but the appellate court, referring to language of section 73 to the effect 
that unless any rights under section 73 are perfected in a timely manner a 
shareholder “shall be conclusively presumed to have approved and ratified 
the sale or exchange and shall be bound by the terms thereof,” concluded 
that the appraisal proceeding under section 73 was instituted only to safe- 
guard plaintiff’s rights against a possible claim that he had acquiesced in the 
transaction. 

In 1952 an Illinois appellate court repeated the conclusion of the 
Quincy Bridge case, that a court may enjoin a sale of assets under section 
72 if fraud or illegality is present, even though the objecting shareholder 
had not asserted his appraisal right under section 73.® In that case, where 
the court held that the complaint stated a cause of action, plaintiff’s allega- 
tions indicated that the sale of the corporation’s assets was for an inade- 
quate price and that the sale was to a group that owned or controlled 
enough stock to cast the 6624 per cent vote required by section 72 of the 
act to authorize the sale. The court wrote: 


“Section 73 provides an adequate remedy where the dissenting 
stockholders’ only complaint is the inadequacy of the price received 
and whose only claim is for money damages—the fair value of his 
shares. It is not a full and adequate remedy where fraud is charged. 
In such cases a court of equity may go beyond the mere assessment 


67 Cf. Hubbard v. Jones & Laughlin Steel Corp., 42 F. Supp. 432 (W.D. Pa. 1941); 
Adams v. United States Distributing Corp., 184 Va. 134, 34 S.E.2d 244 (1945). In New 
York, statutory appraisal is held to be the exclusive remedy of a shareholder dissenting 
from a sale-of-assets transaction. Blummer v. Federated Department Stores, Inc., 99 
N.Y.S.2d 691 (Sup. Ct. 1950). 

An early commentator on the act expressed a contrary view on the exclusiveness 
of the appraisal remedy: “Under both Sections 70 and 73 shareholders failing to 
pursue their remedy by way of petition for compensation are to be conclusively pre- 
sumed to have approved and ratified the merger or consolidation or the sale or ex- 
change, and are to be bound by the terms thereof. This would seem to make this 
remedy the exclusive remedy and there would be no right to litigate or contest such 
action on the ground or fraud or unfairness.” Ballantine, A Critical Survey of the 
Illinois Business Corporation Act, 1 U. Cm. L. Rev. 357, 389 (1934). Cf. Ballantine & 
Sterling, Upsetting Mergers and Consolidations: Alternative Remedies of Dissenting 
Shareholders in California, 27 Cautr. L. Rev. 644 (1939). 


68 Robb v. Eastgate Hotel, Inc., 347 Ill. App. 261, 106 N.E.2d 848 (1st Dist. 1952). 
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of damages and rescind the sale... . Fraud is an independent ground 
for the exercise of equitable jurisdiction. . . . That jurisdiction of 
equity courts is preserved by the constitution (art. 6, sec. 12), and the 
legislature cannot deprive them of any part of it... . The construction 
contended for by defendants would deprive courts of equity of this 
jurisdiction and render section 73 unconstitutional.” ® 


That assertion of an appellate court, made on an application for a 
preliminary injunction, was echoed in the opinion of the Superior Court 
of Cook County in the Armour case where, in rejecting plaintiff’s conten- 
tion that an amendment to articles of incorporation should be declared 
ineffective as “unfair and contrary to equity and good conscience,” the 
court stated: 


“TPlaintiffs] cite the well-known rule of law that the exercise of a 
statutory grant of power is always subject to the historical process of 
an equity court to judge whether there has been an oppressive exercise 
of the power granted. About this rule there can be no question, if it 
is properly understood and applied. The rule in Illinois, as in most 
other states, is that a recapitalization effected in accordance with power 
conferred by a corporation act may not be interfered with unless 
actual or constructive fraud is proved. Western Foundry Co. v. 
Wicker, supra; Kreicker v. Naylor Pipe Company, 374 Ill. 364, 29 
N.E.2d 502 (1940); see Hofeller v. General Candy Corporation, 275 
Ill. App. 89 (1934). And when fraud such as this is urged as a basis 
for upsetting a recapitalization, it must be of such a nature as to 
impel the conclusion that it emanated from acts of bad faith or reckless 
indifference to the rights of others interested, rather than from an 
honest error of judgment. Barrett v. Denver Tramway Corporation, 
146 F.2d 701, 706-707 (3d Cir. 1944), and cases therein cited. This 
again may be traced to a common sense and democratic concept that 
barring unusual circumstances not here present, stockholders of a 
corporation know what is in their best interest. However, since the 
fairness of this action by the Company has been so strongly assailed 
and so vigorously defended, I feel I should discuss the evidence on this 
subject.” 


The court then proceeded to review the circumstances that prompted 
Armour to consider a recapitalization of this kind, including heavy needs 
for cash as a result of its large funded debt with interest and sinking fund 
requirements and its modernization and maintenance programs, as well as 
the additional working capital required by Armour simply as a result of 
inflation. The court also considered the position of the preferred stock and 
its market action before the proposal of the plan, and reviewed the effects 
of the plan on preferred shareholders, including, among other things, the 
earnings coverage on the new debentures and the maturity date of the new 


69 Jd. at 278, 106 N.E.2d at 855-56. 
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debentures. It observed “that the plan of recapitalization adopted by Armour 
resulted in an improvement both in the capital structure of the company 
and in the operating end of the Company,” and concluded that the plaintiffs 
had failed to demonstrate that the plan was unfair. 

In the Western Foundry case the Illinois Supreme Court, after deciding 
that the proposed amendment was within the scope of the charter pro- 
vision authorizing amendments, expressly passed on the terms of the amend- 
ment and held it to be fair. In doing so, it referred to New Jersey cases 
where courts, in passing on the fairness of recapitalization plans, accorded 
significance to whether, as a result of the plan, an existing earned surplus 
would be applied other than to the exclusive equitable interest of the pre- 
ferred shareholders.”° 

The Illinois Supreme Court found the Western Foundry plan met the 
requirements of fairness because, as that court put it, (1) in place of an 
earned surplus deficit existing at the time of the recapitalization, the re- 
organization had the effect of creating a surplus, (2) there was over-whelm- 
ing stockholder approval of the amendment, and (3) the interest of the 
common stockholders was reduced one-half by the reduction in the par 
value of that stock. 

By reducing the par value of the common stock from $10 to $5 per 
share and cancelling all cumulative dividends on the preferred shares (which 
had aggregated more than $390,000), the reorganization resulted in the 
elimination of an earned surplus deficit that exceeded $140,000 and in the 
creation of a surplus of more than $100,000. Because this amendment elimi- 
nated the earned surplus deficit, it was possible, to the extent of the surplus 
created by the amendment, for Western Foundry to pay dividends on pre- 
ferred shares as declared by the Board, not to exceed $7 per share in the 
year paid, for after the amendment preferred dividends were non-cumula- 
tive (section 41(b) of the act), to purchase such preferred shares (section 
6), and, to the extent of available subsequent earnings, to pay dividends 
on the common shares and to purchase common stock (sections 41(a) and 
6). 

The Western Foundry plan is hardly illustrative of a fair plan. While 
giving nothing as compensation to the preferred shares, other than over- 
coming a legal blockage that prevented the payment of dividends, it at least 
paved the way for the immediate application of future earnings to common 
shares. In light of some Illinois authority, the unfairness of the Western 
Foundry plan may be even more distressing. An opinion of the Attorney 
General of Illinois, indicating that profits realized by an Illinois corporation 
in reselling its stock are to be credited to “earned” surplus and not to “paid- 


70 E.g., Wessel v. Guantanamo Sugar Co., 134 N.J. Eq. 271, 35 A.2d 215 (1944), 
aff'd, 135 N.J. Eq. 506, 39 A.2d 431 (1944). 
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in” surplus,7! prompts the observation that some of the surplus created in 
the Western Foundry recapitalization might be deemed “earned” surplus 
and not “paid-in” surplus (some qualified Illinois lawyers do not agree 
this should be so), with the consequence that such “earned” surplus was 
available for the purpose of dividends to (or as payment of the purchase 
price of) common shares in years in which $7 per share had been paid to 
preferred shares.7? 

Western Foundry’s earnings for the first three quarters of 1941 prior 
to the amendment were at an annual rate of $166,000, which, after allowing 
for annual preferred dividend requirements, left $128,300 annual earnings 
to apply to the then preferred arrearages of $392,500. At that rate of earn- 
ings, and without any recapitalization, sufficient earnings would have been 
generated in a little over three years to eliminate all arrearages. 

The reduction in the par value of the common stock from $10 to $5 
per share, rather than being a sacrifice by the common shareholders was, in 
fact, detrimental to the preferred shareholders, for such reduction in par 
value decreased the capital surplus account and, to the same extent, reduced 
by approximately $280,000 the capital cushion protecting creditors and 
preferred shareholders. 

The standard of fairness applied in Western Foundry can, at best, be 
called crude. If Western Foundry illustrates any standard of fairness, it can 
be said that in the Armour reorganization preferred shareholders were un- 
justly enriched! With a note of wistfulness, an authoritative commentary 
on the Western Foundry case observes: 


“In appraising the significance of the . . . case as a precedent on the 
issue of fairness, two elements of the case should be considered: (1) The 
Court emphasized that even if the plan were unfair, Wicker could not 
complain because the ratio of the number of his preferred shares to his 
common shares (1:8) was approximately equal to the ratio of out- 
standing preferred to outstanding common (1:10). Accordingly, in 
the court’s language, ‘whatever he lost as a preferred shareholder he 


71 Opinion of November 10, 1933, 2 Corporation Law Comm. or THE Cuicaco Bar 
Ass’N, THE ILtrnors Bustness Corporation Act 998 (2d ed. 1947): 

“Since the provisions of section 41(b) prohibit the payment of dividends to com- 
mon stockholders out of ‘paid-in surplus, such dividends are payable only out of 
‘earned surplus,’ and there does not seem to be any reason to differentiate between 
profits earned by the reacquisition of stock of the corporation, and re-sold at a profit 
by the corporation, and profits earned in the ordinary operation of the corporate busi- 
ness. The profit is one accruing to the corporation in either case and, in the case of a 
profit acquired by re-sale of its stock, it is only incidental to ordinary corporate opera- 
tions, and it is therefore my opinion that such profits should be credited to ‘earned 
surplus’ and not to ‘paid-in surplus’.” 

Wisconsin, while generally following the model act, expressly excludes from earned 
surplus “profits, income or gains arising from transactions in shares of the corporation, 
and losses thereon when charged to capital surplus.” Wis. Stat. § 180.02(11) (1955). 

72 Tanner, The Illinois Business Corporation Act—Purchase by a Corporation of Its 
Own Shares—Accounting and Legal Problems, 20 Cut.-Kent L. Rev, 115, 125 (1942). 
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would get as a common stockholder.’ (2) Wicker failed for more than 
four years to initiate any legal action to test the validity of the plan.” 


Tue RELATIONSHIP BETWEEN STATE AND FEDERAL LAW IN THE 
FIELD oF CorRPORATE REORGANIZATION 


With the growing importance of federal statutes in the reorganization 
of regulated companies, something should be said about the federal power 
in this area. 

As early as 1922, the Supreme Court decided ™ that the then section 
13(4) of the Interstate Commerce Act™ (authorizing the ICC to require 
railroads engaged in interstate commerce to charge passenger fares specified 
by the ICC, “the law of any state or the decision or order of any state 
authority to the contrary notwithstanding”) could result in overriding the 
terms of a charter granted to a railroad by New York State specifying that 
the carrier was not to charge fares in excess of two cents a mile. In so hold- 
ing, the Court rejected the argument of New York State that the higher 
rates would impair the obligations of the charter contrary to the Federal 
Constitution. 

The substance of the phrase “the law of any state or the decision or 
order of any state authority to the contrary notwithstanding” in section 
13(4), which was important in arriving at that decision of 1922, has been 
in section 77 of the Bankruptcy Act since its enactment in 1933. Subdivision 
(f) of section 77 now provides: 


“Upon confirmation of the plan, the debtor and any other corporation 
or corporations organized or to be organized for the purpose of carry- 
ing out the plan, shall have full power and authority to, and shall put 
into effect and carry out the plan and the orders of the judge relative 
thereto, under and subject to the supervision and the control of the 
judge, the laws of any State or the decision or order of any State 
authority to the contrary notwithstanding. . . .” 76 


The Supreme Court has not passed directly on the effect of that pro- 
vision of section 77(f), but the opinion of 1922, as well as opinions in cases 
involving section 5 of the Interstate Commerce Act, are very persuasive as 
to the very breadth of the provision. Based upon the consolidation pro- 


731 CorporaATION LAw Comm. oF THE Cuicaco Bar Ass’N, THE ILLINoIs BusINEss 
Corporation Act 64 (Supp. 1958). 

™ New York v. United States, 257 U.S. 591, 42 Sup. Cr. 239 (1922). 

7 “Whenever . . . the Commission, after full hearing, finds that any ... fare... 
causes any ... unjust discrimination against interstate . . . commerce ... it shall pre- 
scribe the ... fare ... thereafter to be charged . . . as, in its judgment, will remove 
such . .. discrimination. Such . . . fares . . . shall be observed while in effect by the 
carriers parties to such proceeding affected thereby, the law of any State or the decision 
or order of any State authority to the contrary notwithstanding.” 41 Stat. 484 (1920). 
(Emphasis added.) 

16 49 Stat. 920 (1935), 11 U.S.C. § 205(f) (1952). 
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visions of section 5 of the Interstate Commerce Act as it existed between 
1933 and 1936, a three-judge court 77 upheld action of the ICC authorizing 
a lease by Kansas City Southern Railway Company, a Missouri corporation, 
of the properties of a Texas railroad, which lease permitted the lessee, con- 
trary to Texas law, to abandon the shops of the lessor or to move them 
outside of Texas. In so holding, the court wrote: 


“[I]n our view the power of the Commission to authorize the lease 
provision complained of, although made clear by paragraph (15) [of 
Section 5 of the Interstate Commerce Act], does not depend on that 
paragraph but would exist without it. The Commission is given the 
power to authorize the leasing by one railroad company of the prop- 
erties of another and to determine the conditions and terms of the 
lease. The act of Congress so empowering the Commission ex. proprio 
vigore nullified state laws conflicting with the exercise of the power 
given. When Congress legislated, as by this act inter alia it did, that 
where possible railroad systems should be unified so that where before 
there were two or more connecting systems thereafter there should be 
one only and that one system regulated by the national government, 
that system no longer is subject to any state regulation involving the 
imposition of a burden on interstate commerce unless it be merely the 
incidental result of a proper exercise of the police powers of the state. 
After such legislation, pre-existing state laws imposing burdens on and 
therefore regulating the unified system cease to be effective and similarly 
newly enacted state laws of a like character ab initio have no validity.” 78 


Subsequently the Supreme Court held that the ICC, by appropriate 
order under section 5(11) of the Interstate Commerce Act, could free a 
railroad corporation incorporated in Virginia from complying with pro- 
visions of the South Carolina Constitution requiring it to be incorporated 
in South Carolina.7® In 1948, the Supreme Court, in a case involving the 
merger of a Michigan railroad corporation into a Virginia railroad corpora- 
tion, held that even if the laws of Michigan accorded appraisal rights to 
security holders of the merging company, that right under state law could 
not exist after the ICC had determined, under section 5 of the Interstate 
Commerce Act, that the provisions of the merger were just and reasonable.*®° 
In so holding, the Court wrote: 


“Tt appears to us inconsistent with the Interstate Commerce Act for 


77 Texas v. United States, 6 F. Supp. 63 (W.D. Mo. 1934). 

78 Id. at 66-67. 

7 Seaboard Air Line R.R. v. Daniel, 333 7J.S. 118, 68 Sup. Ct. 426 (1948). 

80 Schwabacher v. United States, 334 U.S. 182, 68 Sup. Ct. 958 (1948); cf. Note, 
State Corporation Laws Preempted by ICC Approval of Railroad’s Employee Stock 
Plans, 55 Cotum. L. Rev. 1234 (1955). Cf. Blair, Federal Condemnation Proceedings and 
the Seventh Amendment, 41 Harv. L. Rev. 29 (1927); Fletcher, Consolidations—Is Cash 
Necessary?, 1 ICC Prac. J. 161 (1934); Craven, Consolidations—Is Cash Necessary?—A 
Reply to Mr. Fletcher, 1 I1CC Prac. J. 183 (1934). 
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the Commission to leave claims growing out of the capital structure 
of one of the constituent companies to be added to the obligations of 
the surviving carrier, contingent upon the decision of some other tri- 
bunal or agreement of the parties themselves. We think that the 
Commission must pass upon and approve all capital liabilities which 
the merged company will assume or discharge as a result of merger. 
If some greater amount than that specified in the agreement is to be 
allowed to any class of stockholders, it must either deplete the cash 
or inflate the liabilities or capital issues of the new company. It may 
be that in this case the merged company will be strong enough to carry 
this burden and still perform its public service. But that is not the sole 
purpose of the supervision provided by statute. It is also in the public 
interest that no capitalization or indebtedness be carried over except 
that which meets the test of the Act in all other respects. We think 
the Commission was in error in assuming that it did not have, or was at 
liberty to renounce or delegate, power finally to settle the amount of 
capital liabilities of the new company and the proportion or amount 
thereof which each class of stockholders should receive on account of 


its contributions to the new entity. 
“ 


“Since the federal law clearly contemplates merger as a step in con- 
tinuing the enterprise, it follows that what Michigan law might give 
these dissenters on a winding-up or liquidation is irrelevant, except 
insofar as it may be reflected in current values for which they are 
entitled to an equivalent. It would be inconsistent to allow state law 
to apply a liquidation basis to what federal law designates as a basis 
for continued public service.” 


Section 20b of the Interstate Commerce Act, enacted in 1948,8? is one 
more instance of the federal power to alter state-created rights in connection 
with the corporate reorganization of interstate railroads. Reduced to its 
simplest terms, section 20b enables an interstate railroad to alter or modify 
the provisions of a security (other than an equipment trust obligation), 
and to alter or modify the provisions of mortgages, indentures, or charters 
pursuant to which any such security was issued. To be so empowered, the 
road first proposes the plan to the ICC, which, following a hearing after 
notice to security holders, may make findings prescribed by the statute. 
The proposal is then submitted to holders of the affected securities and, if 
75 per cent of each affected class assents, the ICC enters an order approving 
and authorizing the proposal and fixing the time when it is to become binding 
on all affected security holders. The statute has a far-sweeping effect, for 


81 334 US. 197-98, 200, 68 Sup. Ct. at 966-68. 

8262 Stat. 163 (1948), 49 U.S.C. § 20b (1952). See Billyou, Railroad Reorganiza- 
tion Under Section 20b of the Interstate Commerce Act, 39 Va. L. Rev. 459 (1953); 
Hand, The Railroad Modification Law—Its Use in Comprehensive Changes of Capital 
Structures, 14 Bus. Law. 470 (1959); Masson, New Suares ror Otp: THe Boston AND 
Marne Stock MopiricaTion (1958). 
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in carrying out a plan under the statute, a carrier is “relieved from the 
operation of all restraints, limitations, and prohibitions of law, federal, state, 
or municipal, in so far as may be necessary to enable [it] to make and carry 
into effect the alteration or modification so approved and authorized... . 
Any power granted by this section to any carrier shall be deemed to be 
in addition to and in modification of its powers under its corporate charter 
or under the laws of any State.” §8 

With respect to section 11 of the Public Utility Holding Company 
Act, it has been decided that its policy makes state public service commission 
approval of a section 11 plan unnecessary, even though a state statute may 
purport to require such approval; ** and it has also been decided that the 
propriety of a merger consummated under section 11 may not be made 
the subject of a suit in a state court. Problems of compliance with state 
statutes of general application establishing specific requirements for the 
amendment of corporate charters have been minimized by the enactment 
in many states of statutes exempting section 11 transactions from the re- 
quirements of some state statutes of general application.*® 

The effect a section 77 or chapter X reorganization may have upon a 
corporation and its security holders necessarily creates potential conflicts 
with the provisions of state corporation laws.8* For example, a bankruptcy 
reorganization plan may contemplate the elimination of all shareholders, or 
may contemplate the elimination or modification of one or more classes of 
shareholders, for decisions of the Supreme Court as to the priority standards 
applicable in bankruptcy reorganization may require this in some bankruptcy 
reorganizations,®* and with resulting difficulties where the applicable state 
law requires the affirmative vote of two-thirds of the holders of a class of 
securities that is affected by the plan. In the face of such an elimination of 
shareholders, it is unreal to expect them to take action required by state 
corporate statutes to amend the articles of incorporation of the corporation 
so as to accomplish in the traditional manner changes contemplated by the 
plan. In view of this problem, several states in the 1930’s enacted statutes 
to make it easier to accomplish a change in the articles of incorporation of 
a corporation by providing that a change in corporate structure required 
by a plan of reorganization confirmed by a bankruptcy court (or a plan of 


83 62 Strat. 166 (1948), 49 U.S.C. § 20b(5) (1952). 

84 Public Service Comm’n v. SEC, 166 F.2d 784 (2d Cir. 1948), cert. denied, 334 U.S. 
838, 68 Sup. Cr. 1495 (1948). 

85 Auburn Sav. Bank v. Portland R.R., 144 Me. 74, 65 A.2d 17 (1949), cert. denied, 
338 U.S. 831, 70 Sup. Cr. 74 (1949). 

86 F.g., Me. Laws 1945, c. 64; N.Y. Stock Corporation Law § 26-a. 

87 Winks, The Effect of Section 77 of the Bankruptcy Act on the Amendment of 
State Corporation Charters, 37 Itt. L. Rev. 333 (1943). 

88 Cf. Consolidated Rock Products Co. v. DuBois, 312 U.S. 510, 61 Sup. Ct. 675 
(1941); Case v. Los Angeles Lumber Products Co., 308 U.S. 106, 60 Sup. Ct. 1 (1939). 
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reorganization pursuant to section 11 of the Public Utility Holding Company 
Act) could be made without the vote of the shareholders and without 
according stockholders appraisal rights by simply filing with the Secretary 
of State a certificate executed by a person properly designated by the 
court.®® This is reflected in optional section 59A of the model act, which 
authorizes by just such a simple process the amendment of a certificate of 
incorporation without the vote of shareholders and without according share- 
holders appraisal rights. The general success of such simplified procedures 
for amending articles of incorporation indicates that it would be a worth- 
while addition to the act. 


THE FEDERAL Securities Act, RULE 133, AND REORGANIZATION 


A current discussion of corporate reorganization would not be complete 
without at least passing reference to the Federal Securities Act. For most 
of the quarter cf a century since the enactment of that act in 1933, it was 
believed that the submission to the vote of stockholders of a corporation 
of a plan or agreement for a statutory merger, consolidation, or reclassifica- 
tion of securities, under circumstances that a vote of the required majority 
of such stockholders would operate to authorize the proposed transaction 
and would bind all stockholders of such corporation (except to the extent 
that dissenting stockholders might be entitled to appraisal rights), was not 
a “sale” or an “offer” of securities requiring compliance with the registra- 
tion provisions of the Securities Act. This conclusion had been embodied 
in Rule 133 adopted by the SEC under the Federal Securities Act. How- 
ever, since 1956 there has been considerable controversy as to the meaning 
and the merits of this rule,9° and a very substantial modification of this 
rule is now under consideration by the SEC.*! The net effect of this con- 
troversy is that the provisions of the Securities Act, and the administrative 
practices of the SEC, have an important bearing on the carrying out of a 
reorganization plan under state law and may require the registration of 
securities issuable in the course of the reorganization. 


CoNCLUSION 


Thirty years ago a paper on corporate reorganization would have been 


89 E.g., Det. Cope ANN. tit. 8, § 245 (1953); Me. Rev. Stat. ANN. c. 53, § 77 (1954); 
Mp. Ann. Cone art. 23, § 75 (1957); N.J. Rev. Srat. § 14:14-44 (1937); N.Y. Gen. Corp. 
Law § 9-b; Pa. Strat. ANN. tit. 15, § 2852-320 (1958). 

9 Sargent, A Review of the “No-Sale” Theory of Rule 133, 13 Bus. Law. 78 (1957); 
Meeker, Recent Developments Under the Securities Act, 12 Bus. Law. 133 (1957); 
Demmler, Developments in Federal Regulation of Securities, 12 Bus. Law. 470 (1957); 
Note, 71 Harv. L. Rev. 1570 (1958) (SEC Securities Act Release No. 3846); Orrick, 
Some Interpretative Problems Respecting the Registration Requirements Under the Se- 
curities Act, 13 Bus. Law. 369 (1958); Throop, Im Defense of Rule 133—A Case for 
Administrative Self-Restraint, 13 Bus. Law. 389 (1958); Purcell, A Consideration of the 
No-Sale Theory Under the Securities Act of 1933, 24 Brooktyn L. Rev. 254 (1958). 


®1 SEC Securities Act Release No. 3965, Sept. 15, 1958. 
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limited to a discussion of a single procedure—the equity consent receivership 
as developed in the federal courts. With the coming of a number of federal 
statutes, directed either to the financial problems of industry generally or 
a particular industry (such as the railroad industry), or designed to further 
the desire of Congress to regulate the activities of particular types of 
companies (such as public utility holding companies), and with the vast 
increase in the size of American corporations and their financial and other 
problems, the subject of corporate reorganization has become decidedly 
amorphous in the last thirty years. It can be said with certainty that in the 
years to come regulatory laws, anti-trust laws, as well as tax laws, will lead 
to further great development in this once-concentrated area of statutory 
and judge-made law. 























BUSINESSES BEYOND HELP: 
LIQUIDATION AND WINDING UP 


BY WILLIAM B. DAVENPORT * 


WHILE TODAY REHABILITATION—rather than liquidation—is the 
keynote in dealing with the problems of a business in difficulty,’ that de- 
sired result is not always attainable. For some businesses in difficulty there 
comes a point of no return; the business is “beyond help.” Once the de- 
cision is reached that salvage of the business is impossible or impractical, 
attention is focused upon the means of liquidating it, just as preceding that 
decision attention was focused upon means of preserving it. 

Acquainting the general practitioner with the different devices available 
to liquidate a business beyond help is the primary purpose of this article. 
Many attorneys equate bankruptcy with liquidation and consequently per- 
haps do not give full consideration to other liquidation devices whose use 
may offer greater benefits to their clients, whether debtor or creditor, than 
bankruptcy. On the other hand, many lawyers needlessly shun any practice 
of bankruptcy law,? as they perhaps do of patent or admiralty law, because 
of its supposed mystery. The writer believes that an understanding of the 
background and operation of the judicially approved liquidation devices 
will enable the practitioner to select the liquidation device best suited to 
his client’s situation and then follow through on its proper execution, 
whether that device is bankruptcy or non-bankruptcy. 

Preliminary to a consideration of liquidation devices, however, it is 
appropriate to establish, or at least to attempt to establish, a test to determine 
when a business is “beyond help,” i.e., when liquidation rather than rehabili- 
tation will be the charted course. It is also fitting first to define what we 
mean by “liquidation” or “winding up.” 


* WILLIAM B. DAVENPORT. A.B. 1948, J.D. 1950, University of Illinois; 
Chairman, Executive Committee of Commercial and Bankruptcy Law 
Section, Illinois State Bar Ass'n; partner in the firm of Thompson, 
Raymond, Mayer, Jenner & Bloomstein, Chicago. 


The writer gratefully acknowledges the suggestions of Referee Stephen R. 
Chummers, Chicago, who reviewed the text. 


1See Adair v. Bank of America Nat’l Trust & Sav. Ass’n, 303 U.S. 350, 354, 58 Sup. 
Ct. 594, 597 (1938); Continental Illinois Nat’l Bank & Trust Co. v. Chicago R.I. & P. Ry., 
294 U.S. 648, 672, 55 Sup. Ct. 595, 604 (1935). 

2As the reader is probably aware, the standard (and exhaustive) treatises on 
bankruptcy are Cottier, BANKRUPTcY (14th ed. 1942) (9 volumes); REMINGTON, BANK- 
RuPtTcy (5th ed. 1950) (14 volumes). One volume texts on the subject are MacLAcHLan, 
Law or Bankruptcy (1956); Napier, THe Law or Banxruptcy (1948). An excellent 
text for the general practitioner is the 168-page handbook published by the AMERICAN 
Law Institute, BANKRUPTCY AND ARRANGEMENT Proceepincs (April 1956) (by John E. 
Mulder and Leon S. Forman). 
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Tue Test oF WuHetHER A Business Is BeEyonp HELP— 
LiQuIDATION AS AGAINST REHABILITATION 


What criterion determines whether a business is beyond help or, stated 
in another way, what considerations dictate liquidation rather than re- 
habilitation? 

There can, of course, be no rigid formula to determine when a business 
is beyond help. Many factors, including the causes of the failure,’ enter 
into the picture. Probably the most satisfactory test is that employed by 
federal courts in determining whether a proposed rehabilitation plan in a 
chapter XI proceeding “is for the best interests of creditors and is feasible.” ¢ 
This test involves a comparison of how, for better or for worse, creditors 
would fare under the plan as against under straight bankruptcy.® 

For example, in Fleischmann & Devine, Inc. v. Saul Wolfson Dry Goods 
Co.,® schedules filed by the debtor, which operated a mercantile business, 
showed assets of $275,000, of which $46,000 represented cash on hand and 
in the bank, and debts in the amount of $213,000. The debtor offered a 
composition with its creditors on the terms that it pay (1) all costs of the 
proceedings, (2) all debts entitled to priority in full, and (3) 40 per cent 
in cash of all other allowed claims. The debtor deposited $87,500 to cover 
this offer. However, parties whose ability to comply with their offers was 
not questioned offered $90,000 in cash for the scheduled assets other than 
cash on hand and in the bank. The court, after noting that the cash on hand 


8 The principal causes are (1) incompetence of the debtor, (2) lack of capital, 
(3) uninsured losses through casualty, (4) inexperience of the debtor, (5) unwise credit 
practices, (6) neglect, (7) competition, and (8) fraud on the part of the debtor. Only 
about 24%% of the failures are ordinarily due to the last cause. See Billig, What Price 
Bankruptcy: A Plea for Friendly Adjustment, 14 Cornett L.Q. 413, 417 (1929). 

*Before confirmation of an arrangement under chapter XI the court must find, 
inter alia, as a fact that the plan “is for the best interests of creditors and is feasible.” 
Bankruptcy Act § 366, 66 Strat. 433, 11 U.S.C. § 766 (1952). This provision was derived 
from § 12 of the Bankruptcy Act of 1898, 30 Srat. 549 (1898), which (1) permitted 
the bankrupt, either before or after adjudication, after he had been examined in open 
court or at a meeting of creditors and had filed a schedule of his assets and a list of his 
creditors, to offer terms of composition to his creditors, and (2) authorized the court 
to confirm it if satisfied, inter alia, that “it [was] for the best interests of the creditors.” 
This section was in turn adopted from the Act of June 22, 1874, 18 Stat. 182 (1874), 
supplementing § 43 of the Bankruptcy Act of 1867, 14 Stat. 538 (1867). The composi- 
tion provided for in the act of 1874 was taken from that provided in the English Act 
of 1869, 32 & 33 Vict., c. 71, § 126. Im re Reiman, 20 Fed. Cas. 490, No. 11, 673 
(S.D.N.Y. 1874). 

5 Fleischmann & Devine, Inc. v. Saul Wolfson Dry Goods Co., 299 Fed. 15 (5th 
Cir. 1924); Adler v. Jones, 109 Fed. 967 (6th Cir. 1901); Im re Bruce Hunt of Albany 
Corp., 163 F. Supp. 939 (N.D.N.Y. 1958); In re Hoxie, 180 Fed. 508, (D. Me. 1910); 
In re Waynesboro Drug Co., 157 Fed. 101 (S.D. Ga. 1907). The earlier decisions were, 
of course, under former § 12(d) of the Bankruptcy Act. The Bruce Hunt decision 
applied the older cases as a guide under § 366 of the Bankruptcy Act, 66 Strat. 433, 11 
U.S.C. § 766 (1952). 
6 Supra note 5. 
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and in the bank and presently obtainable from the sale of other assets 
amounted to enough to pay costs of the proceeding, priority debts in full, 
and nearly 60 per cent of the other debts, reversed a decision confirming the 
composition, stating: 


“This state of facts persuasively indicates that it was not to the best 
interests of the creditors to confirm the offered composition, under 
which the creditors not entitled to priority would be paid only 40 
per cent of the debts owing to them. To warrant a judge in confirming 
an offered composition he must be satisfied that it is for the best interests 
of the creditors. Bankruptcy Act § 12c (Comp. St. § 9695). The con- 
firmation of an offered composition is manifestly not for the best in- 
terests of the creditors if it would pay them considerably less than they 
might reasonably expect to realize in the administration of the assets 
in due course. Adler v. Jones, 109 Fed. 967, 48 C.C.A. 761.” 7 


In a recent case, In re Bruce Hunt of Albany Corp.,’ the debtor offered, 
in a plan of arrangement in a chapter XI proceeding, 15 per cent of an in- 
debtedness of $47,830, or about $7,175. It was shown that $16,000 could be 
realized through liquidation. The court held that the best interests of the 
creditors would be better served by liquidation than by adoption of the 
plan, dismissed the chapter XI proceeding, and adjudicated the debtor a 
bankrupt. 

Decisions under the pertinent section of chapter XI® are at least a 
helpful guide to counsel in weighing liquidation against rehabilitation, i.e., 
in deciding whether a business is beyond help. 

The implicit premise here is that the business is beyond help. Accord- 
ingly, it remains to decide how to liquidate it or wind it up. 


Whuat Is LiquipaTion or WinpInG Up? 


The term “liquidation,” as we use it here, is the comprehensive process 
of (1) collection of the assets of, and ascertainment of the claims against, the 
debtor business entity; (2) conversion of the assets into cash and evaluation 
of the claims; and (3) distribution of the cash, after deducting expenses of 
liquidation, over the claims (as evaluated) on a prorata basis.1° The term 
“winding up” is synonymous with “liquidation.” 1 

The term is appropriate whether the debtor business entity takes the 
form of a sole proprietorship, a partnership, or a corporation,! and carries 
with it the idea of termination of the business. The owner or owners are 


7299 Fed. at 18. (Emphasis added.) 
8 Supra note 5. 

® Bankruptcy Act § 366, 66 Stat. 433, 11 U.S.C. § 766 (1952). 
10 Brack, Law Dictionary (4th ed. 1951). 

11 [bid. 

12 See GLENN, LiquipaTIon §§ 33, 40, 44 (1935). 
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quitting. The reason here for their quitting is that the business is in such 
financial. difficulty as to be “beyond help.” We shall now see how they can 
quit. 


LIQUIDATION DEVICES 


There are available today in Illinois three orthodox devices for liquida- 
tion of a business in financial difficulties: 1% 

(a) a composition with creditors; 

(b) an assignment for the benefit of creditors, often called a general 
assignment; and 

(c) ordinary or straight bankruptcy. 


The first two are creatures of the common law of long standing. The third 
is a creature of statute of comparatively recent standing in the United States. 

In order to determine which device affords the greatest potential benefit 
to his client in a given situation, whether his client be the owner or one of 
the owners of the business or one of its creditors, the practitioner should 
have an appreciation of each gained from knowledge of (1) its origin, 
(2) its requisites, (3) its theory, (4) its mechanics, (5) its advantages, and 
(6) its disadvantages. 

After an examination of each of these devices as to each of these facets, 
all in the order named, the writer will state his conclusions with respect 
to their use in a given situation. 


18 The writer does not consider the bulk sale as an orthodox liquidation device in 
itself. Cf. NADLER, THe Law or Destor Rewer §§ 103-109 (1954); Nadler, Two Non- 
Bankruptcy Debtor Relief Devices, 4 Prac. Law. 23-35 (1958). While Professor Nadler 
states in NADLER, Op. cit. supra § 80, that a bona fide bulk sale, i.e., one made in com- 
pliance with the applicable Bulk Sales Act, cannot be interrupted by an involuntary 
petition in bankruptcy, the writer is not prepared to agree fully. When an insolvent 
debtor decides to liquidate, his creditors have a legitimate concern about the manner 
in which the liquidation is carried out and the amount to be realized thereon. See New 
York Credit Men’s Adjustment Bureau, Inc. v. Weiss, 305 N.Y. 1, 110 N.E.2d 397 (1953), 
discussed at p. 627 infra. Therefore, it would seem that if a debtor in financial em- 
barrassment who has decided to liquidate by means of a bulk sale has agreed to sell his 
assets for a grossly inadequate price (so as to constitute a fraud on his creditors), his 
creditors would find remedy by way of either injunctive relief or involuntary bank- 
ruptcy notwithstanding his compliance with the applicable Bulk Sales Act. Cf. Allen 
v. Camp Ganeden, Inc., 214 F.2d 467 (2d Cir. 1954), where an allegedly insolvent debtor 
which had entered into an agreement to sell all of its assets (alleged in an involuntary 
petition to be worth $65,000) for $25,000 complied with the New York Bulk Sales Law 
(with the result that the petitioning creditors received notice of the sale from the pur- 
chaser), but the sale was not completed because of the filing of the petition; the court, 
in sustaining a dismissal of the petition because no transfer had been made under 
§ 3(a)(1) and there was, therefore, no act of bankruptcy, plainly indicated that had 
the transfer been made in accordance with the facts alleged, it would have been fraudu- 
lent under the section named and that the trustee could have it set aside under 
§ 67(d) (2). A common-law action for damages, except in instances like the Weiss case, 
would be of no value. The bulk sale may be, and often is, an important (but neverthe- 
less a subordinate) incident of any of the three liquidation devices herein considered. 
In all three the rights of creditors are adequately safeguarded. 
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Composition with Creditors 


Origin. The composition, in the sense to which we confine the use of 
that term here,!* probably has its origin in the common law of England. 
As Professor Glenn illustrates in his work Liquidation, the principle of im- 
prisonment for debt and the character of the early bankruptcy statutes 
(which were solely for the benefit of creditors) in England were re- 
sponsible for its creation.!© Inability to pay his debts landed the debtor in 
a debtor’s prison on a writ of capias ad satisfaciendum sued out by one of 
his creditors, the creditor being obligated to supply him with necessaries. 
Understandably the unfortunate debtor desired to avoid this unpleasant con- 
sequence and did so, among other ways, by (1) fleeing the kingdom; 
(2) bolting the outer doors of his dwelling, which were immune from 
breaking by the sheriff in order to serve civil process;1® or (3) taking 
sanctuary in a monastery or abbey. The bankruptcy statutes of 1542 and 
1570 were the answer to these practices.17 These statutes denominated 
certain acts1® of the debtor as “offenses” (i.e., acts of bankruptcy) and 
provided the means for creditors, upon establishing the commission of one 
of these acts upon the part of the debtor to the satisfaction of the court, to 
distribute among themselves his estate, both real and personal.1® The debtor, 
however, received no discharge from the balance of his debts 2° and could 
still be led off to debtor’s prison for non-payment when finally apprehended. 
It was not surprising, therefore, that the debtor sought to obtain through 
agreement what he could not obtain through statute. He voluntarily made 
his estate available to all of his creditors upon equal terms in return for a 


14The term “composition” here is confined to a partial or prorata payment to 
creditors in full satisfaction. Although writers refer to the existence of “compositions” 
prior to 1542, e.g., 5 Hotpswortu, History or Encuish Law 97 (1927); Levinthal, 
The Early History of Bankruptcy Law, 66 U. Pa. L. Rev. 223, 238 (1918); Levinthal, 
The Early History of English Bankruptcy, 67 U. Pa. L. Rev. 1, 5 1919), the term 
“composition” as used includes a moratorium or extension of time for payment in full. 
This distinction between a composition and an extension is pointed out in Pitts Sons’ 
Mfg. Co. v. Commercial Nat’l Bank, 121 Ill. 582, 13 N.E. 156 (1887). 

15 GLENN, LIQUIDATION § 7 (1935). 

16 Snydacker v. Brosse, 51 Ill. 357 (1869); Semayne’s Case, 5 Co. Rep. 91a, 77 Eng. 
Rep. 194 (K.B. 1605). 

17 Bankruptcy Act, 1542, 34 & 35 Hen. 8, c. 4 (repealed); Bankruptcy Act, 1570, 
13 Eliz. 1, c. 7 (repealed). 

18 The Act of 13 Elizabeth 1 denominated as “offenses” (what we would today call 
acts of bankruptcy) these three acts and (4) suffering oneself collusively to be arrested 
for a fictitious debt and (5) suffering oneself to be outlawed. It was required that the 
“offenses” be done with intent to hinder and delay creditors. See 1 REMINGTON, BANK- 
ruptcy § 4 (5th ed. 1950). 

19 Levinthal, The Early History of English Bankruptcy, 67 U. Pa. L. Rev. 1, 17 
(1919). 

20 Both statutes cited at note 17 supra expressly provided that there was no dis- 
charge of the bankrupt from the balance of his debts. 
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discharge from the balance of his debts. His creditors benefited by being 
spared trouble and expense; and he, of course, benefited by the discharge.” 
The courts have always, down through the years, favored and strictly en- 
forced a composition fairly made. 

Requisites. The basis of a common-law composition with creditors is 
an insolvent (or at least financially embarrassed) debtor ?? with two or more 
creditors.22 Two or more of these creditors each can agree to accept a per- 
centage of his claim, although the claim is liquidated and undisputed, in full 
satisfaction thereof. The agreement is binding upon both the debtor and 
those creditors who accept it, unless it is conditioned upon acceptance by 
all or a designated portion of the creditors.?* Creditors originally not parties 
to the composition become bound by a subsequent acceptance of it.5 

Strict good faith and equal treatment of creditors on the part of the 
debtor are essential. Concealment of assets by the debtor voids the composi- 
tion as to all creditors.2* Undisclosed preferential treatment of one or more 
creditors, even if a friend or relative of the debtor supplies the funds for the 
preference,’ nullifies the agreement as to all except the one or ones pre- 
ferred.?8 

Acceptance by two ”® or more creditors of the composition effects, as 
to each of them, a displacement of the original agreement which gave rise 
to the debt *° and suspends that agreement until the time for performance 


21 GLENN, LIQUIDATION § 7 (1935). 

22'Union Cent. Life Ins. Co. v. Weber, 285 Ill. App. 568, 2 N.E.2d 746 (2d Dist. 
1936); Gillfillan v. Farrington, 12 Ill. App. 101 (2d Dist. 1882); 1 Wututston, Con- 
Tracts § 126 (3d ed. 1957); 1 Corpin, Contracts § 190 (1950). 

23 With only one creditor, an insolvent debtor could not be in a position to agree 
to refrain from paying any other creditor or creditors more than equal proportions. 
It is this promise, as is demonstrated later herein, that forms the real consideration for 
a composition. 

24 Condict v. Flower, 106 Ill. 105 (1883) (six of seven creditors accepted); Gill- 
fillan v. Farrington, supra note 22 (all but one accepted); Norman v. Thompson, 4 Ex. 
755, 154 Eng. Rep. 1420 (1850) (all but one accepted). 

25 See Gillfillan v. Farrington, supra note 22. 

26 Hefter v. Cahn, 73 Ill. 296 (1874). 

27 Kullman v. Greenebaum, 92 Cal. 403, 28 Pac. 674 (1891). See Solinger v. Earle, 
82 N.Y. 393 (1880). 

28 Hefter v. Cahn, supra note 26. 6 Corpin, Contracts § 1467 (1950), comments as 
follows: An illegal bargain for a preference, made by or on behalf of the debtor with 
a creditor, causes a composition agreement made by the other creditors to be voidable 
by them for fraud; but it is not voidable by the creditor bargaining for the preference. 
As between the debtor and such a creditor, the latter is usually regarded as the more 
greatly at fault because of the weaker economic position of the debtor. The amount 
of the preference, if actually paid by him, can be recovered in an action at law, the 
debtor not being regarded as in pari delicto. 

2° See Laird v. Campbell, 92 Pa. 470, 474 (1880). However, see note 40 infra. 

80 Pitts Sons’ Mfg. Co. v. Commercial Nat’] Bank, 121 Ill. 582, 13 N.E. 156 (1887) 
(held that the agreement was merely for an extension of time in which to pay and that 
there was no displacement of original contract); Union Cent. Life Ins. Co. v. Weber, 
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of the composition.*! Punctual performance of the composition by the 
debtor, i.e., payment of the prorata share to each creditor, releases him from 
his original agreement with that creditor.’? Conversely, a failure to perform 
punctually vitiates the composition and revives the original agreement, at 
least as to any creditor not willing to waive it.** 

Theory. A composition is the one exception to the common-law rule 
that partial payment in money by the debtor of a debt, liquidated and un- 
disputed, does not discharge the balance of the debt even though the creditor 
promises to accept the partial payment in full satisfaction. The reason for 
that rule is that the debtor is doing only what he is already obligated to do 
and, therefore, there is no consideration for the creditor’s promise.*® 

The consideration most often said to exist in the case of a composition 
to support the agreement of each creditor to discharge the balance of the 
debtor’s indebtedness to him is the promise of every other creditor to do 
likewise.2* However, this theory is artificial, since, as Professor Williston 
points out, (1) mutual promises between creditors, while adequately sup- 
porting each other, do not logically support a promise to the debtor, and 
(2) any question as to the validity of a composition arises between the 
debtor and one or more creditors, not among creditors.*7 

There is, nevertheless, consideration in the strict sense. Consideration 
does move from the debtor to each creditor. As the Restatement of Con- 
tracts notes: 


“The consideration for which each of the assenting creditors bargains 
may be any or all of the following: 1. part payment of the sum due 
him; 2. the promise of each other creditor to forego a portion of his 
claim; 3. forbearance (or promise thereof) by the debtor to pay the 
assenting creditors more than equal proportions; 4. the action of the 
debtor in securing the assent of the other creditors; 5. the part payment 
made to the other creditors. Of these number 1 is not a sufficient con- 


285 Ill. App. 568, 2 N.E.2d 746 (2d Dist. 1936); Gillfillan v. Farrington, 12 Ill. App. 101 
(2d Dist. 1882). 

31 National Time Recorder Co. v. Feypel, 93 Ill. App. 170 (1st Dist. 1901). Cf. 
Globe Wernicke Co. v. Siegel Myers School of Music, 209 Ill. App. 529 (1st Dist. 1918) 
(abst. dec.) (held that creditor could not sue on his original claim before the termination 
of an extension agreement or authorized extensions of it). 

32 Union Cent. Life Ins. Co. v. Weber, supra note 30; Gillfillan v. Farrington, supra 
note 30; Good v. Chessman, 2 B. & Ad. 328, 109 Eng. Rep. 1165 (K.B. 1831). 

33 Braude v. Vehon, 201 Ill. App. 486 (1st Dist. 1916) (abst. dec.); Meyer & Co. v. 
McKee, Quante & Co., 19 Ill. App. 109 (4th Dist. 1886). 

341 Corsin, Contracts § 190 (1950). 

35 1 Corsin, Contracts § 175 (1950); 1 Wituiston, Contracts § 120 (3d ed. 1957). 

36 National Time Recorder v. Feypel, supra note 31; Gillfillan v. Farrington, 12 Ill. 
App. 101 (2d Dist. 1882); 1 Corsin, Contracts § 190 (1950); 1 Wiutiiston, ConTRAcTs 
§ 126 (3d ed. 1957). 

371 Wriuston, Contracts § 126 (3d ed. 1957). In Foakes v. Beer, 9 App. Cas. 
605 (1884), Lord Fitzgerald characterized as “rather artificial” the consideration of 
mutual consent of other creditors as supporting a composition. 
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sideration; but each of the other four is sufficient. Numbers 4 and 5 
are seldom bargained for in fact; but numbers 2 and 3 are practically 
always bargained for, by reasonable implication if not in express 
terms.”’ 38 


Since a debtor is not obligated at common law to treat his creditors equally 
but can prefer one or more over others in good faith,®® his refraining (or 
promise thereof) from paying his creditors more than equal shares obviously 
is sufficient consideration to support his promise to each creditor.*® 

Mechanics. If the debtor’s estate were liquid, i.e., already consisted of 
cash or of property readily susceptible of subdivision, he could advise his 
creditors of his inability to pay their obligations in full, offer to pay each 
of them a prorata amount in accord with his means and, upon acceptance 
of his offer by the last creditor, immediately pay each the prorata amount 
in full. The composition would be completely executed, almost “on the 
spot,” as Glenn puts it.*! 

This, of course, is the idealistic, but not realistic, situation. In the rea- 
listic, but relatively simple, situation where the debtor’s assets lend them- 
selves to fairly rapid liquidation, e.g., accounts receivable and inventory, 
and his debts are comparatively few and unsecured for the most part, a 
composition may be initiated simply by a letter from the debtor (drafted 
by his attorney) to all his creditors, containing facts and figures and con- 
cluding with an offer. In the imaginary case of a sole proprietorship, let us 
say John Brown doing business as High Hat Shop, the letter may be in the 
following form: 

(date) 
To: Robert Black 
315 Bay Street 
Jessamine, Illinois 


Dear Sir: 
As most, if not all, of my creditors know, the business has been failing 
for the past several months. 


38 RESTATEMENT, ContTRACTs § 84, comment d (1932). 

39 Hurt v. Ohlman, 349 Ill. 163, 181 N.E. 699 (1932); Schroeder v. Walsh, 120 III. 
403, 11 N.E. 70 (1887); Pickstock v. Lyster, 3 M. & S. 371, 105 Eng. Rep. 650 (K.B. 
1803); Holbird v. Anderson, 5 T.R. 235, 101 Eng. Rep. 132 (K.B. 1793); Small v. 
Oudley, 2 P. Wms. 427, 24 Eng. Rep. 799 (Ch. 1727). 

40 Tt would seem that under this theory a composition could be effected with just 
one creditor out of two or more, since the promise of the debtor to forbear paying 
other creditors more than a prorata share is itself sufficient consideration for the 
creditor’s promise to accept his prorata share in full satisfaction. The debtor’s adherence 
to his promise would prevent a failure of consideration. A debtor can, however, obtain 
a release in the case of a single creditor by (1) a present partial payment and his promise 
to refrain from voluntary bankruptcy proceedings and (2) acceptance of the partial 
payment by the creditor in full satisfaction, each in consideration of the other. Kuhn v. 
Kuhn, 171 Ill. App. 298 (1st Dist. 1912); 1 Witutston, Contracts § 120 (3d ed. 1957). 


41 Gienn, LiqupaTIon § 85 (1935). 
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A review of my affairs as of this date discloses that my debts, shown 
on Schedule A attached hereto, total $20,000, while my assets (except those 
reserved by law to me as exempt),*” shown on Schedule B attached hereto, 
have an estimated present fair cash value of only $8,000, of which $1,000 is 
cash in the bank. 

The foregoing information may be verified by your examination (or 
that of your attorney) of my books and records at my place of business 
during business hours on or 7. 

In view of these facts, there is no point in my continuing the business. 
I have decided, after discussing the matter with my attorney, that liquida- 
tion is the only course. 

While I can file a voluntary bankruptcy proceeding, I prefer not to 
take that course, and hope that none of my creditors will compel me to take 
that course by his ill-advised action, since I believe we can all benefit measur- 
ably more by your acceptance of the offer hereinafter made. 

If you, as one of my creditors, will agree to accept in full satisfaction 
of my outstanding indebtedness to you (as shown on Schedule A attached 
hereto) 25 per cent, or any greater percentage thereof that the proceeds of 
the sale of my assets (listed on Schedule B attached hereto) are sufficient 
to pay after all liquidation expenses are paid, one-half of said 25 per cent 
to be paid upon written acceptance of this offer by 90 per cent of my credi- 
tors in number and amount and the other half (or greater amount) thereof 
to be paid upon completion of liquidation of my assets, but not later than 

= , | agree not to pay any of my other 
creditors any greater percentage of his claim than that paid you. 

If I were to go through bankruptcy, no creditor would realize, after pay- 
ment of administration expenses and taxes, a dividend even approaching 
twenty-five per cent. 

If you accept this offer, please sign your name under the word “Agreed” 
on the carbon copy of this letter enclosed herewith and transmit it to me 
either by return mail or in person when you come in to examine my books 
and records. 








Very truly yours, 


John Brown 
doing business as 
“High Hat Shop” 


Variations in the form of this letter may be easily made where the 
business is in the form of a partnership or a corporation. Two points should 
be noted, however. One, while a sole proprietor may claim property used 


#2 Clearly, an individual debtor can claim his exemption in a composition just as in 
a general assignment and as in bankruptcy. In all three devices creditors obtain all that 
they can reach by process of law. See cases cited notes 72 and 182 infra. 
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in the business as exempt when he liquidates, members of a partnership * 
and stockholders of a corporation cannot do so; all assets of a partnership 
or a corporation are available to creditors for satisfaction of business debts. 
Two, a partnership is not insolvent unless the partnership itself and all part- 
ners individually are insolvent, i.e., unless the total of its assets combined 
with the assets of its individual members available for partnership debts does 
not equal or exceed partnership debts. Therefore, the schedule of assets 
attached to the letter should include a statement of the partnership assets 
and the assets of the individual partners available for payment of firm debts.*® 

In the hypothetical example, after the designated percentage of creditors 
in number and amount have accepted, the composition can be executed in 
accordance with the the terms of the letter. The debtor (with or without 
the supervision of a creditors’ committee) may act as a liquidator and within 
a month, or whatever time is reasonably necessary under the circumstances, 
can liquidate his inventory and collect his accounts receivable. His ordinary 
operating expenses for the period necessary to liquidate (plus reasonable 
compensation for himself) would probably be the outside measure of liquida- 
tion expenses. 

If, on the other hand, (1) the debtor’s assets include intangibles, like 
good will, or do not lend themselves readily to self-liquidation, and (2) his 
debts are many, with some secured and the security of a value as to which 
there is disagreement between the lienor and the unsecured creditors, the 
procedure must necessarily be more elaborate. 

While it is not necessary to the validity of a composition that there be 
a meeting of the creditors, since the creditors communicate with each other 
through the medium of the debtor,** the debtor, or a creditor or two friendly 
to him, may call a creditor’s meeting. The creditors, after interrogating the 
debtor and his counsel and being satisfied of his honesty, may appoint a 
committee of three or more of their number to establish and execute a plan 
of liquidation with the cooperation of the debtor. The committee may draft 


48 Trowbridge v. Cross, 117 Ill. 109, 7 N.E. 347 (1886); Wills v. Downs, 38 Ill. App. 
269 (3d Dist. 1890); Fingerhuth v. Lachmann, 37 Ill. App. 489 (1st Dist. 1890). 

44 Frances v. McNeal, 228 U.S. 695, 33 Sup. Ct. 701 (1913), affirming 186 Fed. 481 
(3d Cir. 1911); Kaufman-Brown Potato Co. v. Long, 182 F.2d 594 (9th Cir. 1950); Baker 
v. Bates-Street Shirt Co., 6 F.2d 854 (1st Cir. 1925); Vaccaro v. Security Bank, 103 Fed. 
436 (6th Cir. 1900). 

*5 Section 40(a) of the Uniform Partnership Act [ILu. Rev. Stat. c. 106%, § 40(a) 
(1957)] defines as one of the assets of a partnership the duty of partners to contribute 
whatever funds are necessary to liquidate. Individual debts of a partner are entitled to 
be paid out of individual property and firm debts out of partnership property; in each 
case the surplus after providing for the preferred debt is applicable to payment of 
debts of the other class. United States v. Kaufman, 267 U.S. 408, 45 Sup. Ct. 322 (1925); 
Vaccaro v. Security Bank, 103 Fed. 436 (6th Cir. 1900); Morrison v. Kurtz, 15 Ill. 193 
(1853). See also Ladd v. Griswold, 9 Ill. 25, 37 (1847). 

46 Johnson v. Parker, 34 Wis. 596 (1874). See also Gillfillan v. Farrington, 12 IIl. 
App. 101, 108 (2d Dist. 1882). 
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the letter to creditors and solicit acceptances of the composition offer in his 
behalf.*7 The debtor’s assets may be transferred to the creditors’ committee 
or a trustee for liquidation and distribution prorata to unsecured creditors 
after all secured creditors have been paid. A composition of this type par- 
takes of the nature of, and may actually involve, a general assignment for 
the benefit of creditors.4* If all or substantially all of the creditors accept 
the composition, one step in the liquidating process, conversion of the 
debtor’s assets into cash, can conceivably be accomplished in one operation, 
a bulk sale of all the debtor’s assets to a third party.*® 

In the establishment and execution of a plan of this kind it may be found 
advisable to eliminate small creditors, e.g., those whose claims are less than 
$100, by payment in full of their claims.°° The expenses of the creditors’ 
committee in establishing and executing the plan of liquidation are proper 
charges against the proceeds of liquidation prior to any distribution to un- 
secured creditors.5! 

In the event one or more creditors reject the offer of composition, the 
debtor, for reasons hereinafter set forth, may still find it more desirable 
to execute the composition as far as he can than to proceed in bankruptcy. 
In that event he can simply disburse prorata payments to all creditors at one 
time, including those who do not assent to the composition. He can place 
the prorata share of each non-assenting creditor in an escrow (terminable by 
him at any time after the expiration of four months) and advise the non- 
assenting creditor that he can obtain his share at any time within four months 
by tendering his written acceptance of the debtor’s offer of composition. 
This procedure will enable the debtor to pay the non-assenting creditor 
his prorata share at once upon demand during the period in which the 
creditor can otherwise claim, if the debtor is not able to pay it upon demand, 
that the composition constitutes an unlawful preference and use it as a basis 
for an involuntary bankruptcy proceeding. The debtor’s answer that he 
stands ready to pay the petitioning creditor or creditors the same percentage 


47 Form letters of a creditors’ committee and a form of acceptance may be found 
in MuLpER AND ForMAN, BANKRUPTCY AND ARRANGEMENT PROcEEDINGS 130-135 (1956). 


48 Variations of this procedure were followed in A. F. Meyer Mfg. Co. v. Iowa 
Valley Sugar Co., 199 Iowa 797, 202 N.W. 570 (1925); Garrison v. Marshall, 117 Kan. 
722, 233 Pac. 119 (1925); National Bank v. Funke, 215 Wis. 541, 255 N.W. 147 (1934). 


4° C. & E. Marshall Co. v. Leon, 267 Ill. App. 242 (1st Dist. 1932). 


50In A. F. Meyer Mfg. Co. v. Iowa Valley Sugar Co., supra note 48, creditors 
whose claims were $100 or less were paid in cash. The plan should provide that all 
creditors will be paid the minimum decided upon; otherwise a creditor whose claim 
is barely over that amount, e.g., $101, will find himself penalized. 

51 These expenses are the counterpart in a composition of costs of administration 
of an estate in bankruptcy, as to which a first priority is given by § 64(a) of the Bank- 
ruptcy Act, 70 Srat. 725 (1956), 11 U.S.C. § 104(a) (Supp. 1957). The same is true of a 
general assignment. See note 112 infra. These expenses were paid, with no questions 
raised as to their propriety, in A. F. Meyer Mfg. Co. v. Iowa Valley Sugar Co., supra 
note 48. 
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of their debt resolves the issue of preference.5? After the four-month period 
the debtor can terminate the escrow and thereupon use the funds in any 
manner whatever. While the non-assenting creditor is still free to insist 
upon, and to attempt to collect, full payment of his claim, the risk of the 
continued existence of non-exempt assets of the debtor is entirely his. 

The procedure suggested herein exposes the debtor desirous of avoiding 
bankruptcy to the least possible risk of an involuntary proceeding by a dis- 
satisfied creditor in that the debtor, (1) while admitting insolvency in writ- 
ing, negatives a willingness to be adjudged a bankrupt,®* and (2) has de- 
stroyed all basis for claim of a preferential transfer to other creditors.5* The 
only point where the debtor lays ground for an involuntary petition in 
bankruptcy is the composition involving a general assignment, to which not 
all creditors agree.®® 

Advantages. A composition is founded upon common sense as well as 
upon common law. From the standpoint of both debtor and creditors this 
extra-judicial device is probably the simplest, most convenient, and most in- 
expensive means of liquidation. The debtor avoids the stigma that attaches 
to bankruptcy, while he achieves the same result—discharge from all or a 
substantial part of his indebtedness. The creditors receive in return a divi- 
dend greater than any they would receive in bankruptcy, since costs of 
administration of a composition are minimal in comparison with those of an 


52 International Shoe Co. v. Smith-Cole, Inc., 62 F.2d 972 (10th Cir. 1933); In re 
Bloomberg, 253 Fed. 94 (D. Mass. 1918) (a payment of 25% to one creditor in full 
discharge was held not a preference where the debtor had sufficient property to pay 
all his creditors 25%). A taxing authority must be regarded as a non-assenting creditor, 
since the unpaid balance of a tax claim cannot ordinarily be discharged by agreement. 
The debtor should reserve the same prorata share paid to other creditors for payment 
to the taxing authority for the reason set forth in the text. See note 228 infra and 
accompanying text. One variation in procedure is in order, however. In transmitting 
his offer of composition to his creditors, the debtor should omit the taxing authority. 
Otherwise, advised of the situation, the taxing authority may serve a notice of lien 
(e.g., by making a demand under Int. Rev. Cope or 1954, § 6321), which would destroy 
any basis for a composition and probably result in the debtor’s bankruptcy. When he 
disburses final payment to other creditors, the debtor should make the same prorata 
payment to the taxing authority, following either procedure suggested in the text as 
to all other non-assenting creditors. To the extent that the taxes are federal (or state) 
withholding taxes the debtor will need, and want, to pay these in full, since they repre- 
sent obligations of third parties (i.e., employees) to the taxing authority and are trust 
funds, for which the debtor (including the responsible officers of a corporate debtor) 
may ultimately be held personally liable. See Int. Rev. Cope or 1954, §§ 7501, 6672, 
6671(b), and annotations thereto. A composition may not, and probably will not, be 
feasible in the case of a large business for this reason; it may well be feasible in the 
case of a small business. 

53 The written admission of both his inability to pay his debts and his willingness 
to be adjudged a bankrupt must exist to constitute the sixth act of bankruptcy. Bank- 
ruptcy Act § 3(a) (6), 66 Stat. 421, 11 U.S.C. § 21(a) (6) (1952); Conway v. German, 
166 Fed. 67 (4th Cir. 1908); Im re Erie City Airport, Inc., 44 F.2d 673 (W.D. Pa. 1930). 

54 Bankruptcy Act § 3(a) (2), 66 Srat. 421, 11 U.S.C. § 21(a)(2) (1952). 

55 In re Farthing, 202 Fed. 557 (E.D.N.C. 1913); In re Hersey, 171 Fed. 998 (N.D. 
Iowa 1909). 
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estate in bankruptcy. Moreover, the composition is the only approved 
liquidation device that permits general creditors to share on a prorata basis 
with taxing bodies.*® 

There are incidental advantages that, from the debtor’s standpoint, favor 
a common-law composition over bankruptcy: (1) the composition releases 
a surety,*” while a discharge in bankruptcy does not; ®8 (2) a debt discharged 
by a composition is not revived by a new promise to pay it, unsupported 
by any new consideration,®® while a debt discharged in bankruptcy is so 
revived; ® and (3) a composition permits the debtor, in the event that 
financial misfortune overtakes him again and he is then unable to resolve 
his difficulties otherwise, to obtain a discharge through bankruptcy, while 
a previous discharge in bankruptcy bars that remedy for six years.* 

Disadvantages. The main disadvantage of a composition is that it is 
voluntary. Creditors unwilling to accept its terms, as reasonable as those 
terms may be, are not required to do so. 

A composition is not feasible unless a substantial majority of creditors 
accept it. In order to avoid the unpleasant alternative of bankruptcy, a 
composition is worth, to many a debtor, the sacrifice of leaving himself 
vulnerable to future assertion of claims on 10 per cent or perhaps 20 per 
cent of his indebtedness; but it is not, in most cases, worth the sacrifice of 
leaving himself open to future assertion of claims on 40 per cent or more of 
his indebtedness. 

Also, a composition cannot work where a dissenting creditor has re- 
duced his claim to judgment and is proceeding to enforce it against the 
debtor’s assets. Suffering or permitting a lien to arise against his property 
by virtue of judicial proceedings, although the debtor is usually completely 
helpless in the matter, constitutes an act of bankruptcy ® and therefore is 


56 See note 133a infra for an explanation of this statement. 

57 Equitable Life Assur. Soc’y v. Jacobson, 68 Cal. App. 717, 230 Pac. 200 (2d Dist. 
1924). While a composition agreement can be drawn so as to hold the surety, this avails 
the debtor nothing as to that creditor, since the surety can still recover from the debtor. 
Mueller v. Dobschuetz, 89 Ill. 176 (1878). 

58 Bankruptcy Act § 16, 30 Srat. 550 (1898), 11 U.S.C. § 34 (1952). See In re 
American Paper Co., 255 Fed. 121, 123 (D.N.J. 1919). 

59 Rasmussen v. State Nat’l Bank, 11 Colo. 301, 18 Pac. 28 (1888); Welles-Kahn 
Co. v. Klein, 81 Fla. 524, 88 So. 315 (1921); Garrison v. Marshall, 117 Kan. 722, 233 
Pac. 119 (1925); Shepard v. Rhodes, 7 R.I. 470 (1863). 

60 Stern v. Bradner Smith & Co., 225 Ill. 430, 80 N.E. 307 (1907); Cheney v. Barge, 
26 Ill. App. 182 (2d Dist. 1888); Herrington v. Davitt, 220 N.Y. 162, 115 N.E. 476 (1917); 
Cohen v. Lachenmaier, 147 Wis. 649, 133 N.W. 1099 (1912). 

61 Bankruptcy Act § 14(c), 66 Stat. 422, 11 U.S.C. § 32(c) (1952). 

62 ].e., the creditor, by obtaining a judgment, or a levy of execution thereon, an 
attachment, or a garnishment, secures a lien through legal proceedings upon the property 
of the debtor while the latter is insolvent. If the debtor fails to have this lien vacated or 
discharged within thirty days, he has committed an act of bankruptcy under § 3(a) (3) 
of the Bankruptcy Act [66 Stat. 421, 11 U.S.C. § 21(a) (3) (1952)] by permitting or 
suffering the lien. Von Segerlund v. Dysart, 137 F.2d 755, 758-60 (9th Cir. 1943). 
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a basis for an involuntary petition by other creditors who, except for the 
action of the dissenting creditor, would agree to the composition. 

Finally, a composition has little chance of success in the case where the 
debtor cannot pay his creditors at least 15 per cent to 20 per cent of their 
claims. Mulder and Foreman, in their handbook Bankruptcy and Arrange- 
ment Proceedings,® have observed that general creditors are not interested 
in a settlement of 20 per cent or less. A creditor who is not offered at least 
that percentage of his claim in return for his agreement to discharge the 
balance may well wonder how the debtor’s assets have shrunk to that extent 
and may determine to ascertain how through discovery in bankruptcy pro- 
ceedings, even though he is probably aware that this means that he will not 
realize the offered percentage of his claim. 


The General Assignment or Assignment for the Benefit of Creditors 


Origin. Whereas the composition rests in the law of contract, another 
device subsequently developed by debtors in financial adversity has its roots 
in the law of trusts. The debtor, apparently thinking or finding it too much 
bother to pursue all his creditors and make an agreement with them, as we 
have seen, and yet not wanting them to pursue him either, conveyed all his 
property to a trustee (or assignee) for their benefit, the trustee to sell the 
property and pay their claims pro rata, if the proceeds should be insufficient 
to pay the claims in full. 

As Glenn notes,* this practice existed in England at least as early as 
1716. The practice as it existed in the United States in the early part of the 
nineteenth century is discussed in the leading early American decision on the 
subject, Grover v. Wakeman,® decided by a New York court in 1833. 

This common-law right of a debtor exists in Illinois today.6* For a 
twenty-one-year period, 1877 to 1898, voluntary assignments for the benefit 
of creditors were regulated by statute.** This statute, on the books from 
1877 until its repeal in 1939, was rendered inoperative by the enactment of 
the Bankruptcy Act of 1898.° Thus, even though the statutory provisions 
were not effective after 1898, common-law assignments were nevertheless 


valid.7° 


63 MULDER AND FOREMAN, BANKRUPTCY AND ARRANGEMENT PROCEEDINGS 121 (1956). 

64 GLENN, LIQUIDATION § 107 (1935). 

65 Copeman v. Gallant, 1 P. Wms. 314, 24 Eng. Rep. 404 (Ch. 1716). 

6611 Wend. 187 (N.Y. Ct. Corr. Err. 1833). 

87 Black v. Palmer, 15 Ill. App. 2d 207, 145 N.E.2d 797 (1st Dist.), petition for leave 
to appeal denied, 15 Ill. App. 2d viii (1957). 

68 Itt. Rev. Stat. c. 10% (1937). See Howe v. Warren, 154 Ill. 227, 40 N.E. 472 
(1894); Farwell v. Cohen, 138 Ill. 216, 28 N.E. 35 (1891); Union Trust Co. v. Trumbull, 
137 Ill. 146, 27 N.E. 24 (1891), interpreting the statute and discussing its effect on the 
common law. 

69 Harbaugh v. Costello, 184 Ill. 110, 56 N.E. 363 (1900). 

7 Pogue v. Rowe, 236 Ill. 157, 86 N.E. 207 (1908). 
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Requisites. A general assignment involves a transfer by the debtor (or 
assignor) of all! of his property except that which is exempt,” to a trustee 
(or assignee) in trust for sale thereof and distribution of the proceeds, as far 
as they will go, to his creditors with delay only as is incident to liquidation.”* 

The assignment is effected by the execution and delivery to the assignee 
of the instrument expressing it."4 It is essential to validity that the assignment 
be a written instrument to which both assignor and assignee are parties.”® 

The assignee may be any person of legal age and competence, including 
a creditor of the assignor ** as long as that creditor’s interest does not con- 
flict with the purpose of the trust.”7 If, however, the assignee (1) is without 
legal capacity to accept and execute trusts, (2) refuses after having indicated 
acceptance, or (3) subsequently resigns, dies, or is removed, a court of equity 
will supply an assignee in his stead.*8 

The prior assent of the creditor beneficiaries is unnecessary. Their assent 
is taken for granted since (1) the trust is primarily for their benefit, and 
(2) their inability to attack the assignment as a fraudulent conveyance will 
probably result in their injury if they do not participate.”® 

An assignment must not (1) contain conditions onerous to creditors 
such as (a) requiring release of the balance of the debt in order to secure 
partial payment,® (b) relieving the assignee from all but willful defaults,® 
or (c) allowing the assignee compensation for his services as attorney for the 
trust in addition to his compensation as trustee; *? (2) permit conservation 


71 GLENN, LIQUIDATION § 122 (1935); Hardin v. Osborne, 60 Ill. 93, 101-102 (1871) 
(semble). Cf. Weber v. Mick, 131 Ill. 520, 532-33, 23 N.E. 646, 649 (1890); Black v. 
Palmer, 15 Ill. App. 2d 207, 211, 145 N.E. 2d 797, 799 (1st Dist. 1957). 

72 Frank v. Myers, 97 Ala. 437, 11 So. 832 (1892); Perry v. Vezina, 63 Iowa 25, 18 
N.W. 657 (1884); Muhr v. Pinover, 67 Md. 480, 10 Atl. 289 (1887); Mulford, Reeves 
& Co. v. Shirk, 26 Pa. 473 (1856); Bates v. Simmons, 62 Wis. 69, 22 N.W. 335 (1885). 

78 GLENN, LIQUIDATION §§ 105, 112 (1935). 

74 Feltenstein v. Stein, 157 Ill. 19, 45 N.E. 502 (1895); Siggers v. Evans, 5 El. & BI. 
367, 119 Eng. Rep. 514 (K.B. 1855). 

™ Black v. Palmer, 15 Ill. App. 2d 207, 145 N.E.2d 797 (1st Dist.), petition for leave 
to appeal denied, 15 Ill. App. 2d viii (1957). 

76 Farwell v. Cohen, 138 Ill. 216, 28 N.E. 35 (1891). 

77 Ryhiner v. Ruegger, 19 Ill. App. 156 (4th Dist. 1886) (attaching creditor, named 
as assignee in an assignment executed four days after the attachment was sued out, 
accepted the trust; the court held that his acceptance, coupled with his consent to 
alteration of the assignment deed, operated to dissolve the attachment). 

78 GLENN, LiqutpATION §§ 109, 110 (1935). This established rule of trust law applies 
here. See Bertenshaw v. Klag, 117 Kan. 176, 178-79, 231 Pac. 73, 74 (1924). A bill in 
equity by creditors to remove the assignee is the appropriate remedy where ground for 
removal exists. Clark v. Groom, 24 Ill. 316 (1860) (dictum). 

79 Whitehed v. J. Walter Thompson Co., 86 Ill. App. 76 (1st Dist. 1899), aff’d, 185 
Ill. 454, 56 N.E. 1106 (1900); Julliard v. Walker, 54 Ill. App. 517 (1st Dist. 1894), aff'd, 
158 Ill. 417, 41 N.E. 1076 (1895); Gu ienn, Liqumation § 109 (1935). 

80 Ramsdell v. Sigerson, 7 Ill. 78 (1845); Howell v. Edgar, 4 Ill. 417 (1842); Tribune 
Co. v. Canger Floral Co., 312 Ill. App. 149, 37 N.E.2d 906 (1st Dist. 1941). 

81 Robinson v. Nye, 21 Ill. 582 (1859); McIntire v. Benson, 20 Ill. 500 (1858). 

82 Heacock v. Durand, 42 Ill. 230 (1866). 
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rather than liquidation by allowing the assignee (a) to continue the business 
without restriction ®° or (b) to sell on credit; ** or (3) reserve to the debtor 
(a) any portion of his property except that exempt under the law,®° (b) con- 
trol over administration of the trust,8* or (c) receipt of benefits (e.g., in- 
come) from the trust property.®7 

Conditions like these, in the apt words of one of the judges in Grover v. 
Wakeman,®* would, if upheld, “convert the debtor into a dispenser of alms 
to his own creditors.” An assignment containing one or more of these con- 
ditions is subject to attack as a fraudulent conveyance and consequent treat- 
ment as though non-existent from the standpoint of the attacking creditor.® 

However, once a valid assignment is made, title to the trust property 
passes from the assignor to the assignee.®® No subsequent misconduct of 
either the assignor or assignee can furnish a basis for its termination.®! 

Theory. The general assignment is predicated on the right of the debtor 
to devote his entire estate (less that which is exempt) to the satisfaction of 
the just claims of his creditors.®? The existing indebtedness of the assignor 
is sufficient consideration for the assignment without the necessity of any 
consideration from the assignee.® 

Mechanics. With the hypothetical business to be liquidated organized 
as a corporation, the instrument of assignment may be as brief as follows: 


83 Gardner v. Commercial Nat'l Bank, 95 Ill. 298 (1880); Gardner v. Commercial 
Nat’l Bank, 13 R.I. 155 (1880). These cases involved the same general assignment, exe- 
cuted in Rhode Island by a partnership owning real estate in both Rhode Island and 
Illinois. 

84 Bowen v. Parkhurst, 24 Ill. 257 (1860). 

85 Hardin v. Osborne, 60 Ill. 93 (1871); Barney v. Griffin, 2 N.Y. 465 (1849). 
The assignment may validly reserve to the assignor any surplus of the assigned property 
after all debts are paid in full. Finlay v. Dickerson, 29 Ill. 9 (1862); Conkling v. Carson, 
11 Ill. 503 (1850); Cross v. Bryant, 3 Ill. 36 (1839). Where any portion of the assigned 
property is reserved without provision for payment in full of all debts, the assignment 
is invalid. Barney v. Griffin, supra. 

86 Tarback v. Marbury, 2 Vern. 510, 23 Eng. Rep. 926 (Ch. 1705) (the assignment 
reserved in the assignor the power to mortgage and therefore, held the court, the power 
to revoke since the assignor could mortgage for full value); Hoffman, Burneson & Co. 
v. Mackall, 5 Ohio St. 124, 132 (1855) (dictum). See Hardin v. Osborne, 60 Ill. 93, 
99-100, 103 (1871). 

87 Mackie v. Cairns, 5 Cow. 547 (N.Y. Ct. Corr. Err. 1825). 

8811 Wend. 187, 202 (N.Y. Ct. Corr. Err. 1833). 

89 Ramsdell v. Sigerson, 7 Ill. 78 (1845); Tribune Co. v. Canger Floral Co., 312 Ill. 
App. 149, 37 N.E.2d 637 (1st Dist. 1941). 

% Feltenstein v. Stein, 157 Ill. 19, 45 N.E. 502 (1895); Pickstock v. Lyster, 3 M. & S. 
371, 105 Eng. Rep. 650 (K.B. 1815). 

91 Mackie v. Cairns, § Cow. 547 (Ct. Corr. Err. N.Y. 1825). 

92 Mayer v. Hellman, 91 U.S. 496, 500 (1875); Brashear v. West, 32 U.S. (7 Pet.) 
608, 614 (1833); Fidelity Trust Co. v. Union Nat'l Bank, 313 Pa. 467, 485, 169 Atl. 209, 
217 (1933), cert. denied, 291 U.S. 680, 54 Sup. Ct. 530 (1934). See In re Farthing, 202 
Fed. 557, 569 (E.D.N.C. 1913). 

%8 Hudson v. Maze, 4 Ill. 578 (1842); Whitehed v. J. Walter Thompson Co., 86 
Ill. App. 76 (1st Dist. 1898), aff'd, 185 Ill. 454, 56 N.E. 1106 (1900). 
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ASSIGNMENT 


WHEREAS , an Illinois corpora- 
tion, is indebted to diverse persons in considerable sums of money, which 
it is presently unable to pay in full, and is desirous of conveying all its 
property for the benefit of all its creditors without any preference or 
priority (except a priority established by law); 


NOW, THEREFORE, , an I]linois 
corporation (hereinafter referred to as Assignor), in consideration of 
its existing indebtedness to its creditors and the undertaking herein of 
(hereinafter referred to as Assignee), does hereby 
assign, transfer and set over to said , 
, not individually but as trustee and Assignee for 
the benefit of creditors of Assignor, all its property of every kind and 
description, real, personal, and mixed, and wherever located, including but 
not limited to (in the event of omission through oversight of Assignor) 
the property described, and whose present location is designated, on Schedule 
A * attached hereto and hereby made a part hereof; to have and to hold 
the same unto the said in trust, to sell and dispose 
of the said property, to collect the claims of Assignor against third parties 
(with the power to compromise ® claims either in favor of or against As- 
signor), and otherwise to convert to cash all property of Assignor; and 
then in trust to apply the proceeds of said property in the following manner: 




















1. to pay the expenses of administration of the trust created hereby, 
including reasonable compensation to the Assignee and his attorney; 

2. to distribute and pay the remainder of said proceeds to Assignor’s 
creditors for all debts and liabilities which Assignor may owe any person 
whomsoever, including but not limited to (in the event of omission 
through oversight of Assignor) those persons whose names are listed 
on Schedule B attached hereto and made a part hereof; provided that 
if there shall not be sufficient funds with which to pay all of Assignor’s 
debt, then said debts (except those entitled by law to priority) shall be 
paid pro rata; and 

3. if there should be any residue of said proceeds after paying all 


®4The complete legal description of real property transferred by the assignment 
should appear on Schedule A. Serial numbers on machinery also should appear on the 
schedule to identify it further. A detailed description of the property conveyed by the 
assignment will reduce the likelihood of creditors attaching it or asserting a lien on the 
property. But see Smith v. Goodman, 149 Ill. 75, 80, 36 N.E. 621, 622 (1893). 

5 There is dictum in Hudson v. Maze, 4 Ill. 578, 583 (1842), that a clause in a 
general assignment authorizing the trustee to compound (or compromise) with creditors 
voided the assignment. The dictum is based on Grover v. Wakeman, 11 Wend. 187, 
201 (N.Y. Ct. Corr. Err. 1833). However, the assignment in the latter case required 
creditors to discharge the balance of their claim against the debtor-assignor in order to 
receive a partial payment. It does not appear that this clause existed in Hudson v. Maze. 
If the clause (which the courts regard as coercive) were absent, the dictum would 
seem erroneous. 
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Assignor’s said debts, said 

shall repay same to Assignor or its successors and assigns. 
Dated this ________ day of , 19 
at_ , Illinois. 





(Corporate Seal) 





an Illinois corporation 








By 
President 
ATTEST: 
Secretary 
(ACKNOWLEDGMENT) 
* * * 
ACCEPTANCE 
I, , the 





trustee and Assignee hereinabove named, do hereby accept the trust herein- 
above set forth, not individually but as trustee and Assignee, subject to the 
conditions set forth above. 





Me 





This form is easily adapted to fit the individual and partnership assign- 
ment. Of course, the instrument may specify in greater detail the powers of 
the assignee.** Again, as with the composition, the sole proprietor may 
claim his statutory exemption without invalidating the assignment; and 
the partnership assignment must include, in addition to the partnership 
assets, individual assets of all partners available for satisfaction of partnership 
debts.°° 

At the outset of administration under the assignment both the assignee 
and the creditors should bear in mind that the assignee is trustee of a trust 


96 See, e.g., 1 MopeRN Lecat Forms §§ 1005, 1006.1, 1008.1, 1009, 1010, 1013.1 (1953). 


87 Cases cited supra note 72. 

9% Williams v. Crocker, 36 Fla. 61, 18 So. 52 (1895); Henderson v. Bliss, 8 Ind. 100 
(1856); May v. Walker, 35 Minn. 194, 28 N.W. 252 (1886); Citizens Fire, Marine & 
Life Ins. Co. v. Wallis, 23 Md. 173 (1865); Still v. Focke & Wilkins, 66 Tex. 715, (1886); 
Donoho v. Fish Bros. & Co., 58 Tex. 164 (1882); cf. Collomb v. Caldwell, 16 N.Y. 484 
(1857). 
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of which the creditors are beneficiaries. The assignee is held to all the 
standards of an express trustee and is accountable to the creditors in the 
same manner. The remedies of the creditors against the assignee are in 
equity. In short, the general assignment is a true trust; and all rules of trust 
law apply.® 

The assignee’s duties to the creditors, in outline, are (1) collection of 
the estate,!°° (2) management of the estate with proper care and diligence; 1° 
(3) sale of property of the estate to the best advantage to creditors; 1° 
(4) distribution of proceeds to creditors without delay; 1°* (5) payment of 
claims in order of priority; }°* and (6) accounting for administration of the 
estate,15 

Upon acceptance of the assignment the assignee immediately should 
take possession of the assets, real and personal, and record the deed of 
assignment in all counties where real estate is located, whether in or out of 
Illinois.1°* While the assignee takes the assignor’s estate subject to all liens 
or equities in existence at the delivery of the assignment,!® by his immedi- 
ate action he prevents the liens or equities of other creditors from interven- 
ing.1°8 The assignee should also ascertain that all personal property which 
belonged to the assignor, and is not on premises owned or leased by the 
assignor at the time of delivery of the assignment, is returned there to pro- 
tect it against the levy of an execution. 

The assignee should then, without delay, have all hazard insurance 
policies carried by the assignor on estate property endorsed to show his (the 


9 Bradner Smith & Co. v. Williams, 178 Ill. 420, 53 N.E. 358 (1899); 2 Bocert, 
Trusts AND TRusTEES § 248 (1953); GLENN, FRAUDULENT CONVEYANCES AND PREFERENCES 
§ 102 (rev. ed. 1940). 

100 Goodwin v. Mix, 38 Ill. 115 (1865). 

101 Goodwin v. Mix, supra note 100; J. I. Case Plow Works v. Edwards, 71 Ill. App. 
655 (2d Dist. 1897), aff'd, 176 Ill. 34, 51 N.E. 618 (1898). 

102 Goodwin v. Mix, supra note 100; Second Nat’l Bank v. English, 21 Ill. App. 317 
(3d Dist. 1886) (assignee and certain creditors sued to remove cloud on title to enable 
sale under most favorable conditions). 

103 Asay v. Allen, 124 Ill. 391, 16 N.E. 865 (1888). 

104 Rand, McNally & Co. v. Francis, 168 Ill. 444, 48 N.E. 159 (1897); O’Hara v. 
Jones, 46 Ill. 288 (1867). 

105 Asay v. Allen, 124 Ill. 391, 16 N.E. 865 (1888). Creditors may enforce an ac- 
counting in equity. Field v. Flanders, 40 Ill. 470 (1866). 

106 Tn J. I. Case Plow Works v. Edwards, 71 Ill. App. 655 (2d Dist. 1897), aff'd, 
176 Ill. 34, 51 N.E. 618 (1898), the assignor had two plants, the main one at Peoria and 
a branch one at Cedar Rapids, Iowa. The assignee, at the insistence of some of the larg- 
est creditors, employed attorneys in Iowa to dissolve attachments aggregating $20,000 
on stock of the assignor at the branch in Cedar Rapids. The attachments were released, 
and the assignee sold some of the stock at private sale in Cedar Rapids and shipped the 
remainder to Peoria. 

107 Medinah Temple Co. v. Currey, 162 Ill. 441, 44 N.E. 839 (1896); Hooven, 
Owens & Rentschler Co. v. Burdette, 153 Ill. 672, 39 N.E. 1107 (1894). 

108 See Kimball v. Mulhern, 15 Ill. 205 (1853); Woodward v. Brooks, 18 Ill. App. 
150 (1st Dist. 1885), aff'd, 128 Ill. 222, 20 N.E. 685 (1889). 
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assignee’s) interest 1 or, if none exists, procure casualty insurance on all 
estate property.1!° 

With the assignor’s assets collected and his position consolidated, the 
assignee may proceed to convert those assets into cash. He may do this by 
separate sales of assets either at a private sale or a public auction. Frequently 
he sells the assets in bulk—all tangible and intangible assets, including good 
will, patents, and trademarks. A bulk sale is advantageous to the estate be- 
cause a prospective purchaser already in the same type of business as the 
assignor often finds such a purchase an economical way of expansion; while 
he may pay less than the market value of the assets, he often pays much more 
than a sacrifice sale price. While the bulk sale law of Illinois does not apply to 
sales by an assignee,"! it is wise for the assignee to obtain the consent thereto 
of the creditors, or at least the major ones. In fact, by reason of his account- 
ability to them it is a good policy for the assignee to hold creditors’ meetings 
or at least to consult frequently with creditors with regard to at least the 
major details of administration of the trust estate and to send them periodic 
mimeographed reports on the progress of liquidation. 

When assets have been reduced to cash and all claims have been deter- 
mined as to amount, the assignee can make distribution. Even though assets 
remain to be sold, the assignee may make a partial distribution if all claims 
have been finally settled. The assignee must first pay all lien creditors who 
held a security interest in assets sold by the assignee with an agreement that 
the liens were to attach to the proceeds. Then the assignee must recognize 
certain priority claims. Among these are (1) expenses of administration of 
the assignment; 1!2 (2) debts (including taxes) owed to the United States; 118 
(3) debts (including taxes) owing to the State of Illinois; 144 and (4) wages 
owed to former employees of the assignee.1!5 Expenses of administration 
include reasonable compensation to the assignee and his attorney,!* rent on 
premises leased during the period of liquidation," and wages paid employees 


109 Orr v. Hanover Fire Ins. Co., 158 Ill. 149, 41 N.E. 854 (1895) (assignee’s failure 
to procure endorsement voided policy). 

110 GLENN, LiqumaTION § 110 (1935); Fray v. National Fire Ins. Co., 341 Ill. 431, 
173 NE. 479 (1930) (assignee held to have an insurable interest). 

111 See Cardiff Gypsum Plaster Co. v. Hales Coal & Material Co., 239 Ill. App. 16 
(1st Dist. 1925), commented on in 20 Ini. L. Rev. 691 (1925), and 21 Ix. L. Rev. 153 
(1926). 

112 Hooven, Owens & Rentschler Co. v. Burdette, 153 Ill. 672, 39 N.E. 1107 (1894). 

1138 Rey, Stat. § 3466 (1875), 31 U.S.C. § 191 (1952). Expenses of administration of 
the assignment have priority over debts due the United States. See Kennebec Box Co. 
v. O. S. Richards Corp., 5 F.2d 951 (2d Cir. 1925) (federal court receivership expenses) ; 
Lerman v. Lincoln Novelty Co., 130 N.J. Eq. 144, 21 A.2d 827 (1941) (state court re- 
ceivership expenses). However, see ComM. ON Fep. LIENS oF THE AMER. Bar Ass’N 
Fina Rep. 43 (1959), which indicates that this priority has been questioned. 

114 Jack v. Weiennett, 115 Ill. 105, 3 N.E. 445 (1885). 

115 Ipp, Rev. Stat. c. 82, §§ 63-65 (1957). 

116 J, I. Case Plow Works v. Edwards, 176 Ill. 34, 38, 51 N.E. 618, 620 (1898), 
affirming 71 Ill. App. 655 (2d Dist. 1897). 
117 White v. More, 54 Ill. App. 606 (1st Dist. 1894). 
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of the assignee.1!® If there still remain funds, the assignee then pays general 
or unsecured creditors pro rata. 

At this point the liquidating process is complete, and the assignee should 
transmit to all creditors a mimeographed final report or account or call a 
final creditors’ meeting. 

Advantages. The general assignment is, in form, extra-judicial voluntary 
bankruptcy. By it the debtor admits that his estate is one appropriate for 
liquidation. As does voluntary bankruptcy, the general assignment throws 
an umbrella over the assets of the assignor and protects them from subse- 
quent seizure by attaching creditors.!!® The attaching creditors, who cannot 
attack a general assignment as a fraudulent conveyance,!*° then have three 
alternatives: (1) participating in the assignment; (2) refraining from par- 
ticipating in the assignment; and (3) throwing the debtor into involuntary 
bankruptcy. 

If creditors are convinced that the debtor is honest, that he has trans- 
ferred by assignment all property which they could reach by legal process 
and that he has made no undue preferences to certain creditors (which are 
voidable in bankruptcy), their wisest course is to participate in the assign- 
ment. Creditors probably receive the same benefit from a properly admin- 
istered general assignment as from a composition, namely, lower costs of 
administration and consequently greater dividends than are normally available 
in bankruptcy.!*4 

At the same time the debtor also retains one advantage of the composi- 
tion, avoidance of the stigma attaching to bankruptcy. 

Disadvantages. The main disadvantage to the debtor is that he does not 
receive a discharge from the balance of his debts.!22 Subsequently received 
property is subject to claims for the balance of debts not paid through the 
assignment; and the debtor, in recognition of this fact, sometimes conveys 
subsequently acquired property to the assignee on the same or another 
trust.123 


118 J, I. Case Plow Works v. Edwards, supra note 116. 

119 Feltenstein v. Stein, 157 Ill. 19, 45 N.E. 502 (1895); Kimball v. Mulhern, 15 
Ill. 205 (1853); Bach v. Chas. Weiner & Sons, Inc., 6 Ill. App. 2d 284, 127 N.E.2d 279 
(1st Dist. 1955) (abst. dec.). 

120 GLENN, FRAUDULENT CONVEYANCES AND PREFERENCES § 208 (rev. ed. 1940); 
GLENN, LiquipaTIon § 106 (1935). 

121 This seems true because of the formalities and minimum investigation necessary 
in bankruptcy proceedings. It is apparently impossible to obtain statistics as to the ratio 
of administration expenses to the amount of realization on assets in general assignments 
except those made to or through an adjustment bureau on the approved list of the 
National Association of Credit Men. See Billig, What Price Bankruptcy: A Plea for 
Friendly Adjustment, 14 Cornett L.Q. 413 (1929), where the author argues for this 
method of liquidation and sets forth statistics on assignment cases handled through 
adjustment bureaus approved by the National Association of Credit Men (at pp. 432-33) 
and compares them with bankruptcy statistics. 

122 Howlett v. Mills, 22 Ill. 341 (1859); Munsingwear Corp. v. Harris, 294 Ill. App. 
194, 13 N.E.2d 637 (1st Dist. 1938); International Shoe Co. v. Cline, 279 Ill. App. 601 
(1st Dist. 1935); Marshall Field & Co. v. Obeler, 251 Ill. App. 529 (1st Dist. 1929). 

128 Nightingale v. Harris & Lippitt, 6 R.I. 321 (1859). 
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Another drawback, both to the debtor wishing to avoid bankruptcy and 
to creditors satisfied to liquidate by means of a general assignment, is that 
the general assignment is one basis for an involuntary petition in bankruptcy 
by a dissatisfied creditor.1*4 However, as previously suggested, many creditors 
will not use it as a basis for throwing a debtor into bankruptcy because of 
their belief that they will receive greater dividends from a properly ad- 
ministered assignment. As one court has observed, many creditors prefer to 
let their debtor administer his estate rather than turn it over to a bankruptcy 
court,!*5 

There are, nevertheless, three situations where creditors will throw a 
debtor who has made a general assignment into bankruptcy. In the first, 
the debtor has provided in the indenture that specific, named creditors be 
paid in full first. At common law the debtor could prefer certain creditors 
in a general assignment, just as he could otherwise,!2* without invalidating 
it.127 In the second, the debtor’s property is located in more than one state. 
While a general assignment valid in the state where executed is valid every- 
where,}?8 several jurisdictions, including Illinois, hold it invalid or disregard 
it as to local or resident creditors to the extent of property located in that 
jurisdiction.1*° While ancillary administration of an assignment executed in 
another state may be had in Illinois, the courts of Illinois will permit the 
transfer to the state of original administration only of the residuum of assets 
after the claims of all Illinois creditors have been paid in full.1°° In the third, 
the debtor has made certain preferences just prior to the execution and de- 
livery of the general assignment. 

In any of these situations certain creditors are preferred. Since the 
assignee stands in the shoes of the debtor and does not therefore, aside from 
statute, have standing to set aside preferences or fraudulent conveyances,1*! 
other creditors, in order to compel an equal distribution of the debtor’s 
assets, are obliged to use either the general assignment or the preferences, 
or both, as a basis for an involuntary petition filed within four months after 
the general assignment or the preferences.1%? 


124 Bankruptcy Act §§ 3(a) (4), 66 Srat. 421, 11 U.S.C. § 21(a) (4) (1952). 

125 Summers v. Abbott, 122 Fed. 36, 38 (8th Cir. 1903). 

126 Cases cited supra note 39. 

127 Blow v. Gage, 44 Ill. 208 (1867). 

128 J, Walter Thompson Co. v. Whitehed, 185 Ill. 454, 56 N.E. 1106 (1900); Wood- 
ward v. Brooks, 128 Ill. 222, 20 N.E. 685 (1889); May v. First Nat’l Bank, 122 Ill. 551, 
13 N.E. 806 (1887). The law of the situs controls as to realty. Gardiner v. Commercial 
Nat’l Bank, 95 Ill. 298 (1880). 

129 Smith v. Lamson Bros. & Co., 184 Ill. 71, 56 N.E. 387 (1900); Heyer v. Alexander, 
108 Ill. 385 (1884); C. M. Henderson & Co. v. Schaas, 35 Ill. App. 155 (1st Dist. 1889). 

130 Cases cited supra note 129. 

1381 Smith v. Kirkpatrick, 208 Cal. 417, 281 Pac. 616 (1929); Smith v. Equitable 
Trust Co., 215 Pa. 418, 64 Atl. 594 (1906). 

132 Bankruptcy Act § 3(a)(2) and (4), 66 Srat. 421, 11 U.S.C. § 21(a)(2) and (4) 
(1952). 
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Creditors who request the debtor to execute a general assignment or 
who accept benefits under a general assignment thereby disable themselves 
from filing involuntary bankruptcy proceedings based upon it.!*8 

A second disadvantage in the general assignment from the viewpoint 
of creditors is the priority accorded to federal and state taxes. While this 
disadvantage also prevails in bankruptcy, with the result that in both cases 
general creditors are frequently paid an insignificant (if any) percentage 
of their claim, it does not attend the composition administered by the 
debtor. 1334 

A final disadvantage of the general assignment from the standpoint of 
creditors is that, unlike bankruptcy, it does not permit creditors to in- 
vestigate the affairs of the debtor where they may have reason to believe 
he is not completely honest, has not transferred all of his non-exempt prop- 
erty, or has made undue preferences to certain creditors. 


133 In re Goldman-Rosenzweig Co., 65 F.2d 390 (2d Cir. 1933); Despres v. Galbraith, 
213 Fed. 190 (8th Cir. 1914); Moulton v. Coburn, 131 Fed. 201 (1st Cir. 1904); Simon- 
son v. Sinsheimer, 95 Fed. 948 (6th Cir. 1899). 

1838 See notes 113 and 114 supra and note 227 and accompanying text infra. Rev. 
Strat. § 3466, the statute cited in note 113, applies (in addition to the estates of deceased 
insolvent debtors) only in three instances where the insolvent living debtor makes or 
suffers a transfer of his property for administration by a third person: (1) where he 
makes a general assignment for the benefit of creditors; (2) where the estate and 
effects of an absconding, concealed or absent debtor are attached by process of law; 
and (3) where an act of bankruptcy is committed. United States v. Emory, 314 U.S. 
423, 62 Sup. Cr. 317 (1941); United States v. Oklahoma, 261 U.S. 253, 43 Sup. Ct. 295 
(1923); Beaston v. Farmers’ Bank, 37 U.S. (12 Pet.) 102 (1838); Prince v. Bartlett, 12 
US. (8 Cranch) 431 (1814). Thus, an assignee for the benefit of creditors must observe 
it in distribution of assets of the debtor; his failure to do so would result in his personal 
liability for the taxes to the extent of assets available for distribution to creditors. 
Conard v. Atlantic Ins. Co., 26 U.S. (1 Pet.) 386, 439 (1828) (dictum); see United States 
v. Oklahoma, supra, at 260. However, § 3466 creates only a priority in favor of the 
United States in distribution of the assets under administration; it does not create a 
lien. United States v. Oklahoma, supra; Beaston v. Farmers’ Bank, supra. Consequently, 
in a composition administered by the debtor (i.e., not involving a general assignment), 
the debtor can make prorata distribution to all creditors, including taxing bodies (as to 
which see notes 52 supra and 228 infra). Distribution by a debtor of all his non-exempt 
property equally among all his creditors would not be an “act of bankruptcy” as that 
phrase is used in § 3466. In interpreting that phrase the courts have looked to § 3(a) 
of the Bankruptcy Act, 66 Stat. 421, 11 U.S.C. § 21(a) (1952). United States v. 
Emory, supra; United States v. Texas, 314 U.S. 480, 62 Sup. Ct. 350 (1941); State 
ex rel, Sorenson v. Thurston State Bank, 121 Neb. 407, 237 N.W. 293 (1931) (state 
bank, which could not be adjudicated a bankrupt either voluntarily or involuntarily 
under the bankruptcy law, nevertheless committed an act of bankruptcy within meaning 
of § 3466 when it became the subject of receivership proceedings in a state court). Con- 
sequently, § 3466 does not, or at least should not, it clearly seems, come into operation 
when a debtor administers a composition with his creditors. Even if it did, however, 
(1) the debtor’s liability for not observing it could be no greater than the unpaid balance 
of his taxes (together with interest and penalties), with regard to which he cannot ob- 
tain a discharge in any event; and (2) there is, or should be, no transferee liability 
upon creditors. See United States v. Oklahoma, swpra; Beaston v. Farmers’ Bank, supra. 
There appears to be no other federal statute that would impose transferee liability on 
creditors in the absence of a demand upon the debtor for payment of delinquent taxes 
under Int. REv. Cope or 1954, § 6321 (as to which, see note 52 supra). 
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Ordinary or Straight Bankruptcy 


Origin. Although bankruptcy laws did not originate in England, 
our bankruptcy statutes find their origin in those of England.!®° For that 
reason their more remote origin is not pertinent here. 

It was evident from the text of the earliest bankruptcy statutes in Eng- 
land, those of 1542 and 1570,186 that the system of imprisonment for debt 
played a major role in their enactment. The statute of 13 Eliz. 1, for example, 
designated certain acts of the debtor,!87 when done with intent to hinder and 
delay creditors, as “offenses” and, in effect, treated the bankrupt as a criminal. 
As harsh as were their terms descriptive of the bankrupt, these early statutes 
provided the essential attributes of all bankruptcy legislation subsequently 
enacted: (a) summary collection of the assets of the debtor; and (b) ad- 
ministration and distribution of those assets for the benefit of all creditors 
pro rata,188 

Until the time of Queen Victoria the English bankruptcy statutes were 
confined in operation to merchants, traders, and brokers 18° and could be 
invoked only by creditors.!4° Voluntary bankruptcy, without qualification, 
was unknown in England until 1861,1*1 although introduced in the United 
States in 1841.14? 


134 T evinthal, The Early History of Bankruptcy Law, 66 U. Pa. L. Rev. 223 (1918). 

135 GLENN, LiqumDATION § 173 (1935). 

186 Bankruptcy Act, 1542, 34 & 35 Hen. 8, c. 4 (repealed), and Bankruptcy Act, 
1570, 13 Eliz. 1, c. 7 (repealed), respectively. The text of the first act is set forth in 1 
REMINGTON, BANKRUPTCY § 3 (5th ed. 1950). 

187See note 18 supra and text pertaining thereto. See also 1 REMINGTON, BANK- 
RupTcY §§ 3, 4 (5th ed. 1950). 

188 Levinthal, The Early History of English Bankruptcy, 67 U. Pa. L. Rev. 1, 14 
(1918). 

189 Hanover Nat'l Bank v. Moyses, 186 U.S. 181, 184, 22 Sup. Ct. 857, 859 (1902). 
In 1861 the bankruptcy statutes were extended to all debtors, whether traders or not. 
Bankruptcy Act, 1861, 24 and 25 Vict., c. 134, § 69 (repealed). 

140 GrENN, LiqumpaTIon § 205 (1935). Under the statute of 1849 the trader-debtor 
could petition for an adjudication of bankruptcy against himself, but his petition was to 
be dismissed unless he made it appear to the satisfaction of the court that his estate 
(after expenses of administration) would produce at least five shillings on the pound to 
pay creditors; moreover, he could not file a new petition until he could meet that condi- 
tion. Bankrupt Law Consolidation Act, 1849, 12 and 13 Vict., c. 106, § 93 (repealed). 
The act of 1854 modified this requirement to the extent that the estate should produce 
a minimum of 150 pounds. Bankruptcy Act, 1854, 17 and 18 Vict., c. 119, § 20 (repealed). 

141 The act of 1849 actually introduced voluntary bankruptcy in England but, in 
effect, made it conditional. See note 140 supra. The legislation of 1861 not only pro- 
vided that any debtor might petition for an adjudication against himself (which petition 
was made an act of bankruptcy) but also provided that any debtor unable to pay the 
required fees and expenses of going through bankruptcy could petition in forma pauperis 
upon his affidavit that he was without means to pay them. Bankruptcy Act, 1861, 24 and 
25 Vict., c. 134, §§ 86, 98 (repealed). 

142 Bankruptcy Act of 1841, 5 Srat. 440 (1841). 
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It was not until 1705 that the English statutes first granted the debtor 
the right of discharge.'48 The Acts of 1542 and 1570 had expressly provided 
against discharge of the debtor.1** Soon after this right was granted, it was 
qualified by the requirements, among others, (a) that the debtor’s assets 
equal a certain percentage of his debts and (b) that a certain percentage of 
creditors should consent thereto.!* 

In the United States four bankruptcy laws have been enacted. These 
laws were based upon the constitutional grant to Congress of the “power to 
establish . . . uniform laws on the subject of bankruptcies throughout the 
United States.” 146 

The first,147 in force from April 1800 to December 1803, contained 
the main features of the then existing English bankruptcy statutes. The 
proceeding was involuntary only and was confined to merchants, traders, 
underwriters, and brokers. 

Like the first bankruptcy statute, the second 148 was of short duration, 
being enacted in August 1841 and repealed in March 1843. However, it in- 
troduced in the United States many features regarded as characteristic of a 
true bankruptcy law: (1) its operation, instead of being confined to mer- 
chants, traders, and brokers, extended to the estates of all insolvent persons 


143 Bankruptcy Act, 1705, 4 Anne, c. 17, § 7 (repealed). The bankrupt, in order 
to be entitled to the benefits of the act, needed a written certificate under seal issued 
by the commissioners of bankrupts (or a majority of them and confirmed by the lord 
chancellor (or the lord keeper or commissioners for custody of the great seal of England 
or two judges of certain courts designated by them) that he had made full discovery of 
his estate and effects and had otherwise complied with the act; and creditors could be 
heard on both the issuance of the certificate and its confirmation. Id. § 19. Benefits of 
the act were unavailable to the gambler who lost in any single day the sum or value of 
five pounds or in the aggregate a sum or value of 100 pounds, within the 12 months 
preceding his bankruptcy, “in playing at or with cards, dice, tables, tennis, bowles, shovel- 
board, or in or by cock-fighting, horse-races, dog-matches, or foot-races or other pastimes, 
game or games whatsoever, or by bearing a share or part in the stakes, wagers or 
adventures, or in or by betting on the sides or hands of such as do or shall play, act, 
ride or run as aforesaid.” Id. § 15. 

144 Statutes cited supra note 136. 

145 Bankruptcy Act, 1732, 5 Geo. 2, c. 30, §§ 9, 10 (repealed). Section 9 freed the 
body of the debtor who complied with the act from imprisonment and arrest but not 
his future estate and effects unless his estate, after expenses of administration, produced 
15 shillings on the pound of his debts. Section 10 required that four-fifths in number and 
value of creditors whose debts were not less than 20 pounds and who had proved their 
debts sign the certificate entitling the bankrupt to benefits of the act (the procedure 
for obtaining which was otherwise similar to that of § 19 of the act of 4 Anne, supra 
note 143); the commissioners could issue the certificate to the lord chancellor etc., only 
if (1) the creditors signing the certificate (or an authorized agent) made an affidavit 
to that effect and (2) the bankrupt made oath that the certificate and the consent of 
creditors thereto were obtained fairly and without fraud; again creditors could be heard 
on both issuance and confirmation of the certificate. 


146 U.S. Const. art. I, § 8, cl. 4. 
1472 Strat. 19 (1800), repealed by 2 Strat. 248 (1803). 
148 § Stat. 440 (1841), repealed by 5 Stat. 614 (1843). 
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except defalcating fiduciaries; (2) debtors could invoke it by bringing 
into court all their estate for equitable distribution among their creditors, 
(3) honest debtors could obtain a discharge from their remaining debts with- 
out the consent of their creditors; and (4) procedure was established for the 
recovery of property (a) fraudulently conveyed by the debtor and (b) con- 
veyed by way of preference of one or more creditors. 

The third act !4° was in force much longer, from March 1867 to June 
1878. Numerous criticisms of the act caused its repeal in the latter year.1°° 

The fourth bankruptcy law,1*! enacted in 1898, is the basic act presently 
in force. The Chandler Act,!? passed by Congress in 1938, overhauled the 
act of 1898 and added to it several provisions, most of which concerned re- 
habilitation of the failing debtor. 

Requisites. In line with expectations, there are few requirements for a 
voluntary proceeding in bankruptcy and several for an involuntary pro- 
ceeding. 

A voluntary proceeding may be filed by a person, partnership, or 
corporation, except a municipal, railroad, insurance, or banking corporation, 
or a building and loan association.1** There must be at least one debt of 
some amount, but it is not necessary that there be assets.154 Even insolvency 
is unnecessary.155 

An involuntary proceeding may be filed against any person, partnership, 
or any “moneyed, business, or commercial corporation” except (1) a farmer, 
(2) a wage earner (defined to mean an individual who works for hire at 
compensation not exceeding $1,500 per year),!°* and (3) the classes of 
corporations excluded from voluntary proceedings.1** The debtor must owe 
debts of at least $1,000 158 but, again, is not required to possess assets.15® 
However, in order to be adjudged a bankrupt against his will, a debtor must 
have committed, within four months of the filing of the petition in bank- 


149 14 Srat. 517 (1867), repealed by 20 Star. 99 (1878). 

150 See 1 REMINGTON, BANKRUPTCY § 9 (5th ed. 1950). 

151 30 Stat. 549 (1898). 

152 52 Stat. 840 (1938). 

158 Bankruptcy Act §§ 4a and 5b, 52 Srat. 845 (1938), 11 U.S.C. §§ 22a and 23b 
(1952). 

154 Im re Schwaninger, 144 Fed. 555 (E.D. Wis. 1906) (the debtor had but one debt, 
amounting to $1,066, and no assets). 

155 Im re Dressler Producing Corp., 262 Fed. 257 (2d Cir. 1919); 1 RemmNcToN, 
Bankruptcy § 60 (5th ed. 1950); accord, In re Waugh, 95 F.2d 451 (7th Cir.), cert. 
denied, 305 U.S. 610, 59 Sup. Ct. 69 (1938). 

156 Bankruptcy Act § 1(32), 52 Srat. 840 (1938), 11 U.S.C. § 1(32) (1952). 

187 Bankruptcy Act §§ 4b and 5b, 52 Srat. 845 (1938), 11 U.S.C. §§ 22b and 23b 
(1952). 

158 Bankruptcy Act § 4b, 52 Stat. 845 (1938), 11 U.S.C. § 22b (1952). 

159 Vulcan Sheet Metal Co. v. North Platte Valley Irr. Co., 220 Fed. 106 (8th Cir. 
1915). 
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ruptcy, one or more of six designated acts of bankruptcy.!® The creditors 
who initiate an involuntary proceeding must also meet certain requirements. 

The six acts of bankruptcy, one or more of which must be the basis 
for an involuntary petition against a debtor, are: 


(1) concealing or removing, or permitting same, any part of his prop- 
erty with intent to hinder, delay, or defraud his creditors (or any of them) 
or making or suffering a fraudulent transfer of his property; 

(2) making or suffering a preferential transfer of his property, enabling 
one creditor (or more) to obtain a greater percentage of his debt than 
another creditor of the same class; 

(3) suffering or permitting, while insolvent, any creditor to obtain a 
lien on his property by legal proceedings or distraint and not having vacated 
or discharged such lien within thirty days from the date thereof; 

(4) making a general assignment for the benefit of creditors; 

(5) procuring, permitting, or suffering (whether voluntarily or in- 
voluntarily), while insolvent or unable to pay his debts as they mature, the 
appointment of a receiver or trustee to take charge of his property; and 

(6) admitting in writing his inability to pay his debts and his willingness 
to be adjudged a bankrupt.1® 


Insolvency 16? must be alleged and proved when the acts of bankruptcy 


160 Bankruptcy Act § 3(a) and (b), 66 Strat. 421, 11 U.S.C. § 21(a) and (b) (1952); 
Continental Bank & Trust Co. v. Winter, 153 F.2d 397 (2d Cir.), cert. denied, 329 US. 
717, 67 Sup. Ct. 49 (1946); Trammell v. Yarbrough, 254 Fed. 685 (5th Cir. 1918). 

161 Bankruptcy Act § 3(a), 66 Stat. 421, 11 U.S.C. § 21(a) (1952). The “fraudulent 
transfer” in (1) means fraudulent under § 67 or § 70 of the act, as to which see note 188 
infra. The “preferential transfer” in (2) is defined by § 60(a) of the Act, 64 Srat. 24 
(1950), 11 U.S.C. § 96(a) (1952), as a transfer of any of the property of the debtor to 
or for the benefit of a creditor for or on account of an antecedent debt, made or suffered 
by the debtor while insolvent and within four months before the filing by or against 
him of a petition in bankruptcy, the effect of which transfer will be to enable that 
creditor to obtain a greater percentage of his debt than some other creditor of the same 
class. Under § 60(b) of the act, 52 Strat. 869 (1938), 11 U.S.C. § 96(b) (1952), the 
trustee may avoid any preference if the creditor receiving it or to be benefited thereby 
(or his agent acting with reference thereto) has, at the time of the transfer, reasonable 
cause to believe that the debtor is insolvent. Mizell v. Phillips, 240 F.2d 738 (5th Cir. 
1957); Coombs v. Merchants Bank, 161 F.2d 858 (2d Cir. 1947); Benjamin v. Buell, 268 
Fed. 792 (7th Cir. 1920); Scott v. Leaf River State Bank, 242 Ill. App. 268 (2d Dist. 
1926). Whether the transfer constitutes a preference is determined by the situation at 
the date of filing of the petition in bankruptcy, not by what the estate of the debtor 
would have produced if liquidated at the date of the transfer. Palmer Clay Products 
Co. v. Brown, 297 U.S. 227, 56 Sup. Ct. 450 (1936). 

162 “Insolvency,” for the second and third acts of bankruptcy, means an excess of 
the debtor’s liabilities over his assets rather than the equity test of insolvency, which is 
whether the debtor is unable to pay his debts as they mature. See Im re Utrecht Coal 
Co., 63 F.2d 745 (2d Cir. 1933). For the fifth act of bankruptcy, insolvency may be 
either an excess of liabilities over assets or an inability to pay debts as they mature. Otis 
Elevator Co. v. Monks, 191 F.2d 1000 (1st Cir. 1951). 
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are (2), (3), or (5); it need not be alleged or proved when they are (1), 
(4), or (6).168 

If the debtor has less than twelve creditors, one creditor may file an 
involuntary petition; but if the number of creditors is twelve or more, three 
must join in the petition.®* In either case the creditor (or creditors) must 
have a provable claim (or claims), liquidated as to amount and not contingent 
as to liability, in the amount of $500 or more.’® 

In determining the number of creditors of the debtor, the following 
classes are excluded by statute: employees at the date of the filing of 
the petition; relatives (or, in the case of a corporate debtor, stockholders, of- 
ficers, directors, etc.); creditors who have participated in the act of bank- 
ruptcy charged; secured creditors whose claims are fully secured; and 
creditors who have received voidable preferences.1®* Once the number of 
creditors is determined, however, any creditor with a provable claim may be, 
or may join, as a petitioning creditor even if he falls within one of the fore- 
going excluded classes.167 

Theory. The principle upon which bankruptcy legislation is founded 
is that when a man becomes insolvent, the property then owned by him 
rightfully belongs to his creditors.1® 

Historically, therefore, the primary object of the bankruptcy law has 
always been, and is, to provide an equitable distribution of the insolvent 
debtor’s property among all his creditors.!® It accomplishes this end by 


168 Je, it is, or is not, as stated, an element of the act. (2): Im re Utrecht Coal Co., 
63 F.2d 745 (2d Cir. 1933); John Naylon & Co. v. Christiansen Harness Mfg. Co., 158 
Fed. 290 (6th Cir. 1908). (3): Wilson v. Nelson, 183 U.S. 191, 22 Sup. Ct. 74 (1901); 
In re Bechdolt, 53 F.2d 958 (7th Cir. 1931). (5): Thrift Packing Co. v. Food Mach. & 
Chem. Corp., 191 F.2d 113 (5th Cir. 1951); Otis Elevator Co. v. Monks, supra note 162. 
(1): Brickell v. Bond Realty Corp., 36 F.2d 865 (5th Cir. 1930); Im re West, 108 Fed. 
940 (2d Cir. 1901). (4): West Co. v. Lea, 174 U.S. 590, 19 Sup. Ct. 836 (1899). (6): In 
re C. Moench & Sons Co., 130 Fed. 685 (2d Cir. 1904). However, solvency is a complete 
defense to (1), the burden of proof of which rests with the debtor. Elliott v. Toeppner, 
187 U.S. 327, 23 Sup. Ct. 133 (1902). The debtor is entitled to a jury trial on the issues 
of insolvency and of the commission of an act of bankruptcy. Bankruptcy Act § 19, 
52 Srat. 852 (1938), 11 U.S.C. § 42 (1952). 

164 Bankruptcy Act § 59(b), 66 Stat. 425, 11 U.S.C. § 95(b) (1952). Decisions are 
in conflict whether small current debts (for groceries, laundry, telephone, etc.) should 
be included in counting the total number of creditors. See 1 REMINGTON, BANKRUPTCY 
§ 192 (1950). 

165 Bankruptcy Act § 59(b), 66 Srat. 425, 11 U.S.C. § 95(b) (1952). 

166 Bankruptcy Act § 59(e), 52 Stat. 868 (1938), 11 U.S.C. § 95(e) (1952). 

167 Winkleman v. Ogami, 123 F.2d 78 (9th Cir. 1941); Home Powder Co. v. Geis, 
204 Fed. 568 (8th Cir. 1913). 

168 Jm re Reiman, 20 Fed. Cas. 490, 495, No. 11, 673 (S.D.N.Y. 1874). See In re 
Nice & Schreiber, 123 Fed. 987, 988 (E.D. Pa. 1903), and New York Credit Men’s Ad- 
justment Bureau, Inc. v. Weiss, 305 N.Y. 1, 110 N.E.2d 397 (1953), discussed in text 
accompanying note 232 infra. 

169 Straton v. New, 283 U.S. 318, 51 Sup. Ct. 465 (1931); Keppel v. Tiffin Sav. 
Bank, 197 U.S. 356, 25 Sup. Ct. 443 (1905); Levinthal, The Early History of Bank- 
ruptcy Law, 66 U. Pa, L, Rev. 223, 225 (1918). 
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voiding all transactions of the debtor, whether voluntary or involuntary, 
within a fixed period (i.e., four months) prior to bankruptcy by reason 
of which any creditor receives, or stands to receive, a preference and by 
causing return of the assets resulting in preference to the estate for equal 
distribution to all creditors.‘ A secondary and much more recent function 
of bankruptcy law is discharge of the honest debtor from the burden of his 
unpaid debts.!74 

Mechanics. After the petition in bankruptcy is filed, whether voluntary 
or involuntary, an adjudication that the debtor is a bankrupt is usually 
made by a judge and the matter referred to a referee, who administers the 
proceeding thenceforth, his action being subject to review by the judge on 
petition. The debtor may, of course, contest the bankruptcy; but by 
hypothesis here the business is “beyond help,” and there is no contest. Ad- 
ministration of the estate in bankruptcy follows. 

Since the filing of a bankruptcy proceeding operates as a judicial seizure 
of all assets of the debtor, wherever located,!"? it is the practice in some 
districts for the court to appoint a receiver, who is a temporary appointee 
only, to act as custodian of the estate until the first meeting of creditors, 
when creditors elect a trustee. Upon his appointment, the receiver (or, if 
none is appointed, the trustee upon his appointment) petitions the court for 
appointment of an appraiser, whose job is to fix a valuation on the assets of 
the debtor. This valuation is later employed as the criterion of value in 
deciding whether bids at a sale of the debtor’s property are adequate.178 

The first duty of the debtor is to prepare and file verified schedules of 
liabilities (listing each creditor, his address and the amount owing to him) 
and assets. These schedules are filed with the voluntary petition. In an 
involuntary proceeding the debtor must file them within five days after 
adjudication.‘ The names and addresses of creditors are necessary, of 
course, for the referee to send them required notices, the first of which is of 
the date for the first meeting of creditors. The debtor must also file, at 


170 GLENN, LiqumpaTION § 216 (1935). This is not to say that all transfers by a debtor 
prior to the four-month period antedating bankruptcy are invulnerable to attack by the 
trustee; in fact, the trustee can, under §§ 67(d) and 70(c) and (e), void certain trans- 
fers by the debtor within the year preceding bankruptcy and even prior to that. See 
note 188 infra; Constance v. Harvey, 215 F.2d 571 (2d Cir. 1954), cert. denied, 348 US. 
913, 75 Sup. Ct. 294 (1955). 

171 Williams v. United States Fid. & Guar. Co., 236 U.S. 549, 35 Sup. Ct. 289 (1915); 
In re Levenstein, 180 Fed. 957 (D. Conn. 1910). 

‘72 Isaacs v. Hobbs Tie & Timber Co., 282 U.S. 734, 51 Sup. Ct. 270 (1931); 
Robertson v. Howard, 229 US. 254, 33 Sup. Cr. 854 (1913); Mueller v. Nugent, 184 U.S. 
1, 22 Sup. Ct. 269 (1902). 

178 Bankruptcy Act § 70(f), 66 Stat. 429, 11 U.S.C. § 110(f) (1952), provides that 
real and personal property shall not be sold for less than 75% of its appraised value 
except subject to approval of the court. 

174 Bankruptcy Act § 7(a) (8), 66 Srat. 422, 11 U.S.C. § 25(a) (8) (1952). 
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least five days prior to the first meeting of creditors, a statement of his 
financial affairs.!7 

At the first meeting of creditors (1) the referee allows provisionally 
(i.e., for the purpose of voting for the trustee) all claims in proper form, 
withholding final allowance (i.e., for the purpose of participating in divi- 
dends) until disposition of any objections after a hearing thereon, (2) the 
creditors elect a trustee (who must receive the votes of a majority in num- 
ber and amount of all claims allowed and represented at the meeting),!** 
who must be approved by the court unless valid ground for disapproval 
exists; 177 and (3) the referee, counsel for the trustee, and counsel for the 
creditors examine the debtor under oath regarding his schedules and state- 
ment of affairs. Usually interrogation of the debtor is adjourned until 
a subsequent date to afford the trustee’s counsel opportunity to examine 
further the debtor’s affairs, occasionally with the aid of an accountant. From 
this examination the trustee will, or may, be able to determine whether the 
debtor has concealed assets or has made fraudulent conveyances or voidable 
preferences and whether grounds for opposition to discharge of the debtor 
exist. Throughout administration of the estate the trustee is the repre- 
sentative of general or unsecured creditors.178 

The duties of a trustee in bankruptcy are, in essence, identical to those 
of an assignee for the benefit of creditors, the only difference being that they 
are performed under the constant supervision of the bankruptcy court. 


1%5 Bankruptcy Act § 7(a)(9), 66 Srat. 422, 11 U.S.C. § 25(a)(9) (1952). The 
statement of affairs for a debtor engaged in business is Official Form 3, 305 U.S. 734 
(1939). It requires information as to (1) the nature, location, and name of the business; 
(2) books and records—by whom kept and regularly audited; (3) financial statements 
issued by the debtor within two years prior to the filing of the petition; (4) inventories 
—when and by whom taken and amount thereof; (5) income other than from operation 
of the business; (6) income tax returns; (7) bank accounts and safe deposit boxes; 
(8) property held in trust; (9) prior bankruptcy proceedings or assignments for the 
benefit of creditors; (10) loans repaid within the year preceding the filing of the pe- 
tition; (11) transfer of property, other than in the ordinary course of business, during 
the year immediately preceding the filing of the petition; (12) accounts receivable 
assigned during the year preceding the filing of the petition; (13) losses suffered 
through fire, theft, or gambling during the year preceding the filing of the petition; 
(14) personal withdrawals or loans made by each member of a partnership or each 
officer, director, or managing executive of a corporation during the year preceding the 
filing of the petition; and (15) the names and addresses of members of a partnership 
and officers, directors, managers, and principal stockholders of a corporation. 

176 Bankruptcy Act § 56(a), 52 Srat. 865 (1938), 11 U.S.C. § 92(a) (1952). 

117 In re Thomas, Bankr. L. Rep. 4 59408 (7th Cir., Jan. 26, 1959); In re Hale 
Desk Co., 89 F.2d 1 (2d Cir. 1937). 

178 Only unsecured creditors can vote at any creditor’s meeting; holders of partially 
secured or prior claims can vote only to the extent of the excess. Bankruptcy Act 
§ 56(b), 52 Srat. 865 (1938), 11 U.S.C. § 92(b) (1952). Since the trustee is elected at 
the first meeting of creditors, creditors whose claims are fully secured or have full 
priority have no voice in the selection of a trustee. Im re Eagles, 99 Fed. 695 (E.D.N.C. 
1900). This rule is known as the principle of trustee representation. In re Tyne, 261 
F.2d 249 (7th Cir. 1958); Amick v. Mortgage Security Corp., 30 F.2d 359 (8th Cir. 
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When the administration of the debtor’s estate has progressed to this point, 
basically four operations remain: (1) collection of the estate of the debtor; 
(2) proof and allowance of the claims of creditors; (3) distribution of the 
assets of the debtor; and (4) proceedings for discharge of the debtor. 

Collection of the debtor’s estate. As previously stated, the filing of a 
petition in bankruptcy operates a judicial seizure of all assets in possession 
of the debtor, wherever located. Assets in the possession of the debtor 
thereby become subject to the summary jurisdiction of the bankruptcy 
court, i.e., jurisdiction to decide all rights in and to the property.’” If a re- 
ceiver is appointed, his taking possession effects actual custody. If none is 
appointed, the trustee’s taking possession achieves the same purpose. The 
court has complete power to enforce its control over the debtor’s property 
by injunction. As to property located in the United States outside the district 
of the court administering the estate, the trustee may, if necessary, bring an 
ancillary proceeding in aid of the jurisdiction of the court administering the 
estate,18° 

If the bankrupt owns or has an interest in real estate located elsewhere 
than in the county where the original record of the bankruptcy proceeding 
is kept, the receiver or trustee should promptly take steps to prevent trans- 
fer of that real estate to a bona fide purchaser by recording in the appropriate 
county office in each county where such real estate is located a certified 
copy of either (1) the petition (without schedules), (2) the decree of 
adjudication, or (3) the order approving the trustee’s bond.15* 


1929). The interest of the trustee is normally adverse to that of a secured creditor, 
In re Braker, 127 F.2d 652 (6th Cir. 1942), or priority creditor, since a claim of security 
or priority, if allowed, depletes the estate available to general creditors. 

179 Im re Berland, 8 F.2d 724 (7th Cir. 1925); In re John Minnec Ass’n, 1 F.2d 317 
(7th Cir. 1924). The differences between a summary proceeding and a plenary suit are 
discussed in Central Republic Bank & Trust Co. v. Caldwell, 58 F.2d 721, 731 (8th Cir. 
1932); McLachlan, Protection and Collection of Property of Bankrupt Estates, 39 Minn. 
L. REv. 626, 634 (1955). See also 5A REMINGTON, BANKRUPTCY § 2412 (5th ed. 1953). 

180] azarus v. Prentice, 234 U.S. 263, 34 Sup. Ct. 851 (1914); Babbitt v. Dutcher, 
216 U.S. 102, 30 Sup. Ct. 372 (1910); Im re Patterson Lumber Co., 247 Fed. 578 (E.D. 
Tenn. 1918), also 228 Fed. 916 (E.D. Pa. 1916). 

1808 See Bankruptcy Act § 21(g), 52 Srat. 852 (1938), 11 U.S.C. § 44(g) (1952). 
The recording may also be done by the bankrupt, the custodian, the referee, or any 
creditor. The cost of recording is an expense of administration. Unless one of the docu- 
ments mentioned is so recorded, the commencement of a bankruptcy proceeding is not 
constructive notice to, and does not affect the title of, any subsequent bona fide pur- 
chaser or lienor of real property in that county for a present fair equivalent value and 
without actual notice of the pendency of the proceeding. If the purchaser or lienor has 
given less than fair equivalent value, he has a lien on the real property to the extent 
of the consideration paid. A proviso dispenses with recording in the county where the 
original record of the bankruptcy proceeding is kept. Thus, in proceedings in the North- 
ern District of Illinois, Eastern Division, if the bankrupt owns real estate located in Cook 
County, it is unnecessary that the trustee record or file even in the Torrens office any 
of the documents mentioned. See Im re Kabbage, 93 F. Supp. 515 (N.D. Ohio 1950) 
(denying assertion of priority by judgment creditor who had filed, subsequent to filing 
of petition in bankruptcy, certificates of judgments with Registered Title Division of 
Recorder’s office under Ohio Torrens Act). 
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Upon his appointment and qualification the trustee is vested by opera- 
tion of law, as of the date of adjudication, with the title of the debtor to 
the debtor’s property, with few exceptions, whether located within or with- 
out the United States. Specifically, the trustee obtains title to the following 
property of the debtor: (1) documents relating to his property; (2) inter- 
ests in patents, patent rights, copyrights, and trade-marks, and applications 
therefor; (3) powers which the debtor might have exercised for his own 
benefit; (4) property transferred by him in fraud of creditors; (5) property, 
including rights of action, which prior to the filing of the petition he could 
by any means have transferred or which might have been levied upon and 
sold under judicial process against him; (6) rights of action arising upon 
contracts, or usury, or the unlawful taking of, or injury to, his property; 
(7) contingent remainders, executory devises, and other future interests in 
real property which were nonassignable prior to bankruptcy and which, 
within six months thereafter, become assignable interests or estates or give 
rise to powers in the debtor to acquire such interests or estates; (8) property 
held by an assignee for the benefit of creditors appointed under an assign- 
ment which constituted an act of bankruptcy; and (9) all property which 
vests in the bankrupt within six months after bankruptcy by bequest, devise, 
or inheritance (free and discharged from any transfer made or suffered by 
the debtor after bankruptcy ).18! 

In general, the debtor retains title only to (1) property exempt under 
state law, although the trustee has dominion over it until he sets it off apart 
to the debtor; ‘8? (2) unbroken contracts of employment involving personal 
skill and relationship; 18° and (3) rights of action for a tort to the person 
of himself or of a relative.8* If the debtor has a life insurance policy with 
a cash surrender value payable to himself, he may retain the policy free 
from claims of creditors by paying the trustee the ascertained cash sur- 
render value; otherwise the policy passes to the trustee as an asset of the 
estate,185 


181 Bankruptcy Act § 70(a), 66 Srat. 429, 11 U.S.C. § 110(a) (1952). Bankruptcy 
severs a joint tenancy and vests an undivided one-half interest in the trustee. 3 REMING- 
TON, BANKRUPTCY § 1260 (rev. ed. 1957); see Johnson v. Muntz, 364 Ill. 482, 490, 4 
N.E.2d 826, 830 (1936). 

182 | ockwood v. Exchange Bank, 190 U.S. 294, 23 Sup. Ct. 751 (1903); In re Bitner, 
255 Fed. 48 (7th Cir. 1918). 

183 Jy re Miller, 101 F.2d 323 (6th Cir. 1939); Villar & Co., Inc. v. Conde, 30 F.2d 
588 (1st Cir. 1929). 

184 Saper v. Delgado, 146 F.2d 714 (2d Cir. 1945) (action had gone to verdict, but 
not judgment, when bankruptcy intervened). However, if the right of action is subject 
to attachment, execution, garnishment, or other judicial process under state law, it does 
pass to the trustee. Bankruptcy Act § 70(a)(5), 66 Srat. 429, 11 U.S.C. § 110(a) (5) 
(1952); In re Fahys, 18 F. Supp. 529 (S.D.N.Y. 1937). 

185 Bankruptcy Act § 70(a) (5), supra note 184; Lake v. New York Life Ins. Co., 
218 F.2d 394 (4th Cir.), cert. denied, 349 U.S. 917, 75 Sup. Ct. 606 (1955). In Illinois, 
creditors (and therefore a trustee in bankruptcy) can reach only premiums on life 














WinTER] LIQUIDATION AND WINDING UP 617 


Where the bankrupt or a third party under a merely colorable (as 
distinguished from a substantially adverse) claim, has possession of property 
to which the trustee acquires title, the trustee may invoke the summary 
jurisdiction of the court by means of a turnover proceeding against the 
debtor or third party.18* If the claim of the third party is substantially 
adverse, the trustee must bring what is known as a plenary suit in a court 
of proper jurisdiction, i.e., where the bankrupt would have sued except for 
the bankruptcy.187 

The trustee should also take action to recover for the estate property 
transferred, whether voluntarily or involuntarily, by the debtor to the 
prejudice of his general creditors, where the transfer is voidable under the 
Bankruptcy Act, e.g., fraudulent conveyances, liens obtained by legal pro- 
ceedings within four months, and preferences.!®§ He does this also through 
a plenary suit. 

As to executory contracts of the bankrupt, the trustee must reject or 
assume them within sixty days after adjudication.1® Inaction on his part 
within that time results in rejection.1% Assumption imposes upon him all 


insurance paid in fraud of creditors within the period limited by law for recovery 
thereof. It. Rev. Stat. c. 73, § 850 (1957); Cole v. Marple, 98 Ill. 58 (1880); Ramsey v. 
Nichols, 73 Ill. App. 643 (4th Dist. 1898). The cited statute exempts from all legal 
process issued to collect liabilities of the insured debtor, except to the foregoing extent, 
(1) all proceeds of life insurance policies payable by reason of the death of the debtor 
and (2) the aggregate net cash value of any or all life and endowment policies and 
annuity contracts payable to a wife or husband of the debtor or to a child, parent, or 
other person dependent upon the debtor. The exemption is without regard to the re- 
served right in the debtor to change the beneficiary or the fact that the debtor or his 
estate is a contingent beneficiary. The insurance exemption is honored in bankruptcy, 
just as are all other exemptions granted by state law. Bankruptcy Act § 6, 52 Srat. 847 
(1938), 11 U.S.C. § 24 (1952); In re Fogel, 164 F.2d 214 (7th Cir. 1947), cert. denied, 
333 U.S. 862, 68 Sup. Ct. 741 (1948) (Indiana insurance exemption). 


186 Maggio v. Zeitz, 333 US. 56, 68 Sup. Ct. 401 (1948) (officer of bankrupt 
corporation); Oriel v. Russell, 278 U.S. 358, 49 Sup. Cr. 173 (1929) (bankrupt); In re 
Ripp, 242 F.2d 849 (7th Cir. 1957) (holder of lien held invalid). 

187 Bankruptcy Act § 23, 52 Srat. 854 (1938), 11 U.S.C. § 46 (1952); Cline v. 
Kaplan, 323 U.S. 97, 65 Sup. Ct. 155 (1944). 

188 The power of the trustee to attack transfers, whether voluntary or involuntary, 
by the bankrupt made voidable under the act is found in three sections of the act: 
§ 60(a) and (b), preferences made or suffered within four months before the filing of 
the petition; § 67(a), liens obtained by attachment, judgment, levy, or other legal or 
equitable proceedings within four months of the filing of the petition, and § 67(d), 
fraudulent conveyances made within one year preceding the filing of the petition; and 
§ 70(c), status of a lien creditor as of date of filing of petition as to all property of 
debtor, regardless of existence of such a creditor, given to trustee, and § 70(e) any 
transfer made or suffered by debtor which, under any federal or state law applicable 
thereto, is voidable by any creditor of the debtor having a claim under the act. Bank- 
ruptcy Act § 60(a), 64 Srat. 24 (1950), 11 U.S.C. § 96(a) (1952); § 60(b), 52 Srat. 869 
(1938), 11 U.S.C. § 96(b) (1952); § 67(a) and (d), 66 Stat. 427, 11 U.S.C. § 107(a) and 
(d) (1952); § 70(c) and (e), 66 Srat. 429, 11 U.S.C. § 110(c) and (e) (1952). 


189 Bankruptcy Act § 70(b), 66 Strat. 429, 11 U.S.C. § 110(b) (1952). 
190 Tbid. 
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the contractual liability of the bankrupt.!* 

At any stage in the proceeding the trustee (or the receiver) may file a 
petition to sell assets and obtain an order from the court for sale.1®? A sale 
may be, and frequently is, held by the receiver before the election of the 
trustee. The court has power to order sale of real property located outside 
the district.19* The sale is at public auction unless otherwise ordered by the 
court.!*4 Sales may be by parcel or in bulk,!®° and there have been instances 
of sales for a designated percentage of the claims filed plus expenses of 
administration.1®° Assets subject to valid liens may be sold by order of the 
court free and clear of those liens, the liens to attach to the proceeds.!®7 Ten 
days notice of sale must be given by the referee to creditors, unless other- 
wise ordered for good cause shown.1%8 

Proof and allowance of claims. In order to share in prorata dividends, 
a claim must be both provable and allowed by the referee. Provability is 
the right to have the claim considered with a view to its allowance. Allow- 
ance (or disallowance) is a judicial act of the referee after consideration of 
the claim resulting in its being entitled (or not being entitled) to participate 
in dividends. 

Provable debts, set out in section 63 of the Bankruptcy Act, include 
the following: (1) a fixed liability, as evidenced by a judgment or an in- 
strument in writing, absolutely owing at the time of filing of the petition 
regardless of when it is payable; (2) an open account, or a contract express 
or implied; (3) workmen’s compensation awards; (4) the right to recover 
damages in any action for negligence instituted prior to and pending at the 
date of filing of the petition; (5) contingent debts and contractual liabilities; 
and (6) claims for anticipatory breach of contract, executory in whole or in 


191 Greif Bros. Cooperage Co. v. Mullinix, 264 Fed. 391 (8th Cir. 1920). 
192 6 REMINGTON, BANKRUPTCY §§ 2531, 2531.1 (5th ed. 1952). 
193 Robertson v. Howard, 229 U.S. 254, 33 Sup. Cr. 854 (1913). 


194 General Order 18(1), 305 U.S. 688 (1939), so provides. The Supreme Court 
has promulgated general orders for carrying out provisions of the act pursuant to § 30 
thereof, 30 Srat. 554 (1898), 11 U.S.C. § 53 (1952). The General Orders are found 
following the last cited reference. 

195 Jy re Haywood Wagon Co., 219 Fed. 655 (2d Cir. 1914). 

196 Bachrack Bros., Inc. v. Furst, 91 F.2d 11 (3d Cir. 1937); In re Lipman, 50 F.2d 
948 (D. Conn. 1931) (court considered objections to sale on basis of percentage of claims 
and approved sale). Cf. C. & E. Marshall Co. v. Leon, 267 Ill. App. 242 (1st Dist. 1932), 
which involved a bulk sale in a composition, the sale price being computed on this 
basis. See also Royal Indemnity Co. v. Ginsberg, 157 Misc. 507, 284 N.Y. Supp. 551 
(N.Y. Munic. Ct. 1935). 

197 Van Huffel v. Harkelrode, 284 U.S. 225, 52 Sup. Ct. 115 (1931); In re Ripp, 
242 F.2d 849 (7th Cir. 1957). 


198 Bankruptcy Act § 58(a) (4), 66 Srat. 425, 11 U.S.C. § 94(a) (4) (1952). 
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part, including unexpired leases of real or personal property.1® In short, 
most business debts are provable in bankruptcy. This is important to 
creditors, since their claims participate in dividends (if any amount is paid 
on general claims) and to the debtor, since provable debts (with some ex- 
ceptions) are discharged. 

In order to be allowed, provable claims must be filed within six months 
after the first date set for the first meeting of creditors.2° Proofs of claim 
should be on the official forms therefor,?® and they should be prepared in 
accordance therewith. The proof of claim is in the nature of a deposition, 
rather than a pleading, and should set forth all facts giving rise to the claim.?°? 
In proper form, the proof of claim establishes a prima facie case.2°% Unless 
an objection is filed, allowance of the claim by the referee is usually auto- 
matic. If an objection is filed by the trustee or another creditor, a hearing 
is held on the objection, after which the claim is either allowed or disallowed. 
Allowance at this point is permanent and means that the claim is eligible to 
share in dividends. 

Distribution of the assets. Unfortunately, because in so many bank- 
ruptcies littie or nothing is left for general creditors, priority of payment is 
of vital importance. Secured creditors with valid liens against the debtor’s 
assets, which are sold by the court with the lien attaching to the proceeds of 
sale, must be paid first.2°* Then come five classes of priority claims: 
(1) administrative expenses; (2) wages (earned within three months pre- 
ceding bankruptcy and limited to $600 a claimant); (3) costs incurred in 
successfully opposing or revoking a discharge and in adducing evidence 
resulting in the conviction of any person for an offense under chapter 9 of 
title 18, U.S. Code (when achieved through the efforts of one or more 


199 Bankruptcy Act § 63(a), 52 Strat. 873 (1938), 11 U.S.C. § 103(a) (1952). The 
list set forth in the text is not exhaustive. In reference to (6), a proviso limits the claim 
of a landlord for damages arising from rejection of an unexpired lease of real estate or 
for indemnity under a covenant in the lease to an amount not in excess of the rent re- 
served by the lease, without acceleration, for the year following the date of surrender 
of the premises to the landlord or the date of re-entry by the landlord, whichever first 
occurs, whether before or after bankruptcy, plus an amount equal to unpaid rent accrued, 
without acceleration, to the date of surrender or re-entry. 


200 Bankruptcy Act § 57(n), 66 Strat. 424, 11 U.S.C. § 93(n) (1952). 


201 Official Forms 28 (individual), 29 (corporation), and 30 (partnership), 305 U.S. 
752-55 (1939). In practice the three have now been combined into one, Form 28A. 


202 Im re Falk, 83 F. Supp. 817 (S.D.N.Y. 1949); In re Louis Elting, Inc., 4 F. Supp. 
732 (S.D.N.Y. 1933); In re Century Silk Mills, Inc., 296 Fed. 713 (S.D.N.Y. 1923); 
In re United Wireless Telegraph Co., 201 Fed. 445 (D. Me. 1912). 


208 Whitney v. Dresser, 200 U.S. 532, 26 Sup. Ct. 316 (1906). 


204 DeLaney v. City of Denver, 185 F.2d 246 (10th Cir. 1950); City of New Orleans 
v. Harrell, 134 F.2d 399 (5th Cir. 1943); Lott v. Salsbury, 237 Fed. 191 (4th Cir. 1916). 
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creditors) .2°> (4) taxes due and owing to the United States, any state or any 
subdivision thereof; and (5) debts owing to any person (including the United 
States) who by the law of the United States is entitled to priority, and rent 
owing to a landlord entitled by state law to priority.2°* Each claim of each 
preceding class must be paid in full before the next class may participate in 
distribution.?°* Claims within a particular class are paid pro rata if the assets 
are insufficient to pay that class in full.2°° Finally, general creditors share 
in the remaining fund pro rata. General creditors include secured and 
priority creditors to the extent of the excess of their claim over the value 
of their security or limit of their priority. 

Dividends, or percentage distributions to general creditors, are de- 
clared and paid in accordance with a schedule established by the act.? 


205 62 SratT. 689 (1948) as amended by 63 Srat. 90 (1949), 18 U.S.C. §§ 152-55 
(1952). These offenses number 14; eleven are punishable by imprisonment. Among the 
latter are the following, which must be committed “knowingly and fraudulently”: 
(1) concealing from the trustee or any other officer of the court charged with 
control or custody of property, or from creditors in any bankruptcy proceeding, any 
property belonging to the estate of a bankrupt; (2) making a false oath or account in 
or in relation to any bankruptcy proceeding; (3) presenting under oath any false claim 
for proof against the estate of a bankrupt or using that claim in any bankruptcy pro- 
ceeding either personally or by an agent; (4) receiving any material amount of property 
from a bankrupt after the filing of a bankruptcy proceeding with intent to defeat the 
bankruptcy law; (3) giving, offering, receiving, or attempting to obtain any money or 
property, remuneration, compensation, advantage, or promise thereof for acting or 
forbearing to act in any bankruptcy proceeding; (6) transferring fraudulently or con- 
cealing, as an agent or officer of any person or corporation, in contemplation of a 
bankruptcy proceeding by or against that person or corporation or with intent to defeat 
the bankruptcy law; (7) concealing, destroying, mutilating, falsifying, or making a false 
entry in any document affecting or relating to the property or affairs of a bankrupt, 
whether after the filing of a bankruptcy proceeding or in contemplation thereof; and 
(8) withholding from the trustee or any other officer of the court entitled to its pos- 
session, after the filing of a bankruptcy proceeding, any document affecting or relating 
to the property or affairs of a bankrupt. 

206 Bankruptcy Act § 64(a), 70 Srat. 725 (1956), 11 U.S.C. § 104(a) (Supp. IV, 
1957). There is no conflict between clauses (4) and (5) and Rev. Srat. § 3466, the 
federal priority statute cited at notes 113 and 133a supra. Section 3466 applies only in 
non-bankruptcy liquidations, as set forth in note 133a supra, United States v. Emory, 
314 U.S. 423, 62 Sup. Cr. 317 (1941), except to the extent it is adopted by clause (5). 
As to (5), the priority of a landlord is limited to rent for the actual use of the premises 
affected accruing within three months prior to bankruptcy. A landlord is not entitled 
to priority for rent under Illinois law in the absence of the levy of a warrant in a 
distress proceding brought by him against the tenant. The common-law rule that a 
landlord had no lien upon any property of his tenant as security for rent or anything 
else in the absence of a distress proceeding against his tenant, by which he acquired in 
effect a lien upon the tenant’s property for overdue rent, prevails in Illinois except to the 
extent modified by statute. Cottrell v. Gerson, 296 Ill. App. 412, 16 N.E.2d 529 (4th 
Dist. 1938), aff'd, 371 Ill. 174, 20 N.E.2d 74 (1939). The only statutory lien of the land- 
lord for rent is upon crops grown or growing upon the demised premises. Itt. REv. 
Stat. c. 80, § 31 (1957); Cottrell v. Gerson, supra. 

207 City of New Orleans v. Harrell, supra note 204. 

208 Missouri v. Ross, 299 U.S. 72, 57 Sup. Cr. 60 (1936). 
209 Bankruptcy Act § 65(b), 52 Srat. 875 (1938), 11 U.S.C. § 105(b) (1952). 
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Since a final dividend can be paid and the estate closed conceivably four 
months after the first date fixed for the first meeting of creditors,?!° prompt- 
ness in filing claims should be the rule notwithstanding the six month filing 
period. A dividend once paid is not affected in any way by the subsequent 
proof and allowance of any claim. 

Proceedings for discharge of the debtor. The adjudication of any per- 
son, except a corporation, as a bankrupt operates automatically as an appli- 
cation for a discharge.” A corporation must file, within six months after 
adjudication, an application for its discharge; ** and a failure to apply within 
that period results in loss of the right.?'% 

After the first meeting of creditors the court fixes a final date for filing 
objections to the bankrupt’s discharge. The referee must give at least thirty 
days notice of that date to all creditors, the trustee, and the United States 
attorney for the district.24* Objections to discharge of the bankrupt may 
be filed by any of these persons. The objecting party must file his written 
objection to discharge specifying the grounds therefor. Seven exclusive 
grounds for objecting to discharge exist: (1) commission by the bankrupt 
of an offense under section 152 of title 18, U.S. Code?!** punishable by 
imprisonment; (2) destruction, mutilation, falsification or concealment of 
books of account or records from which the bankrupt’s financial condi- 
tion and business transactions might be ascertained, or failing to keep and 
preserve them; (3) obtaining money or credit or renewal thereof by a 
materially false statement in writing respecting his financial condition; 
(4) making a fraudulent conveyance or concealment of his property within 
the preceding twelve months with intent to hinder, delay, or defraud credi- 
tors; (5) obtaining a prior discharge in a proceeding under the Bankruptcy 
Act commenced within six years preceding the filing of the petition; 2% 
(6) refusal to obey a lawful order of the court or answer a material question 


210 Im re Eldred, 155 Fed. 686 (E.D.N.Y. 1907); In re Bell Piano Co., 155 Fed. 272 
(S.D.N.Y. 1907); In re Stein, 94 Fed. 124 (D. Ind. 1899). 

211 Bankruptcy Act § 14(a), 52 Strat. 850 (1938), 11 U.S.C. § 32(a) (1952); In re 
Smith, 112 F.2d 711 (2d Cir. 1940). 

212 Bankruptcy Act § 14(a), supra note 211. 

218 7 REMINGTON, BANKRUPTCY §§ 3000, 3001 (6th ed. 1955). 

214 Bankruptcy Act § 14(b), 71 Strat. 599 (1957), 11 U.S.C. § 14(b) (Supp. 1958); 
§ 58(b), 71 Srar. 599 (1957), 11 U.S.C. § 94(b) (Supp. 1958). 

2148 See note 205 supra. The eight offenses mentioned therein are set forth in § 152. 

215Tn addition to a discharge in liquidation bankruptcy, this provision includes a 
composition and an arrangement or a wage earner’s plan by way of composition (i.e., 
any proceeding under the act where the debtor is released for less than full payment) 
confirmed in a rehabilitation proceeding commenced less than six years preceding the 
filing of a petition. Where the prior proceeding results in an extension, providing for 
100% payment of all debts over a designated period of time, there is no bar to discharge 
in the second proceeding within six years. In re Verlin, 148 F. Supp. 660 (S.D.N.Y. 
1957), aff'd, 255 F.2d 682 (2d Cir. 1958); accord, McKeever v. Local Finance Co., 80 
F.2d 449 (5th Cir. 1935). 
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in a bankruptcy proceeding; and (7) failure to explain satisfactorily any 
losses of assets or deficiency in assets to meet his liabilities.?1® 

If granted, the discharge affects most business debts. Business debts 
not affected by it are (1) taxes (levied by the United States or by any state 
or political subdivision thereof); (2) debts not scheduled, unless the creditor 
had actual knowledge of the bankruptcy proceeding; (3) wages earned 
within three months of bankruptcy; and (4) any sum received of an em- 
ployee as security for the faithful performance by the employee of a con- 
tract of employment.?!7 

Denial of a discharge is res judicata as to all debts scheduled or allowed 
in the proceeding.?!® The debts cannot be discharged thereafter, over objec- 
tion, in any subsequent bankruptcy proceeding.?!® 

With the foregoing operations concluded, the trustee files his final re- 
port and account with the court fifteen days before the final meeting of 
creditors.2*° The referee, not less than ten days before the final meeting,??! 
mails to creditors (1) a summary of the trustee’s final report and account, 
(2) a statement of the amount of claims allowed and proved, and (3) a notice 
of the final meeting.2?? After the final meeting of creditors an order is 
entered discharging the trustee and closing the estate.??8 

Advantages. From the debtor’s standpoint the one and only advantage 
of bankruptcy is, of course, the discharge of all his unpaid ordinary debts, 
business or otherwise, except for taxes, without the consent of his creditors. 

The advantage to creditors in bankruptcy lies in use of its discovery 
procedures for ascertaining the true state of the debtor’s affairs. Where 
there is any suspicion that the debtor has made fraudulent conveyances or 
has given undue preferences to favored creditors, or where the debtor 


216 Bankruptcy Act § 14(c), 66 Stat. 422, 11 U.S.C. § 32(c) (1952). 

217 Bankruptcy Act § 17, 52 Srat. 851 (1938), 11 U.S.C. § 35 (1952). There are two 
additional exceptions not set forth in the text; they relate to liability for acts involving 
fraud or willful and wanton misconduct. See id. clauses (2) and (4). Clause (2), inter 
alia, excepts from discharge liability for obtaining money or property by false pretenses 
or false representations. 

218 Chopnick v. Tokatyon, 128 F.2d 521 (2d Cir.), cert. denied, 317 U.S. 667, 63 
Sup. Cr. 72 (1942); In re Loughran, 218 Fed. 619 (3d Cir. 1914) (failure to obtain dis- 
charge is equivalent to denial thereof). See Freshman v. Atkins, 269 U.S. 121, 46 Sup. Ct. 
41 (1925). 

219 Chopnick v. Tokatyon, supra note 218; Kuntz v. Young, 131 Fed. 719 (8th Cir. 
1904). However, it is incumbent upon the creditor to object to discharge of the debtor 
in the second proceeding as to his claim on the ground of res judicata; and if he fails 
to do so, the discharge granted therein will bar his claim. Blumenthal v. Jones, 208 
US. 64, 28 Sup. Cr. 192 (1908). 

220 Bankruptcy Act § 47(a) (13), 52 Stat. 860 (1938), 11 U.S.C. § 75(a) (13) (1952). 

221 Bankruptcy Act § 58(a) (3), 66 Srat. 425, 11 U.S.C. § 94(a) (3) (1952). 

222 General Order 12(4), 305 U.S. 686 (1939). 

228 See Bankruptcy Act § 2(a) (8), 52 Stat. 842 (1938), 11 U.S.C. § 11(a) (8) (1952); 
Clark v. Pidcock, 129 Fed. 745 (3d Cir. 1904). 
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seems unwilling to disclose fully and fairly his affairs to his creditors, bank- 
ruptcy affords the only means available to them for (1) learning the truth 
about his financial affairs and business transactions and (2) collection of 
assets transferred by the debtor in fraud of his creditors or by way of pref- 
erence to certain creditors. 

Disadvantages. The principal disadvantage of bankruptcy to a debtor 
is the stigma that attaches to it. In part this is historical in that bankrupts 
were treated as criminals for over 100 years after the adoption of the first 
English bankruptcy statutes. Even today in England civil disqualification 
attaches to a bankrupt who cannot present a certificate from the court to the 
effect that his bankruptcy was due solely to misfortune and was not caused 
by misconduct on his part.??4 

In the United States fraudulent bankruptcies do exist.25 Although they 
constitute a small percentage of the total bankruptcies, even that percentage 
makes others suspect. If a bankruptcy does not import fraud to the average 
person, it often imports incompetence in management of one’s affairs. What- 
ever the reason, an unpleasant connotation attaches to bankruptcy. 

Another serious disadvantage for the debtor is that bankruptcy, while 
it discharges all other regular business debts, does not discharge taxes. Not 
infrequently a substantial part, perhaps a third or fourth, of the debtor’s 
liabilities is taxes, state, federal, and local. 

There are also two aspects of bankruptcy undesirable from the stand- 
point of the unsecured creditor: (1) the high cost of administration and 
(2) the priority enjoyed by federal taxes. 

One of the complaints most frequently voiced against bankruptcy as a 
method of liquidation is that it costs too much and that, together with the 
priority given to taxes, it is responsible for the plight of the general creditor 
today. Regarding the high cost of administration in bankruptcy, nationally, 
in the Seventh Circuit area, and in each of the three districts in Illinois, 
the reader can draw his own conclusions from the tables of asset cases 
in liquidation bankruptcy for the four fiscal year periods preceding July 
1, 1958; 226 


224 Bankruptcy Act, 1883, 46 & 47 Vict., c. 52, § 32. The disqualification relates to 
holding designated political offices. The court characterized the disqualification as 
“grave” in In re a Debtor, 2 K.B. 59 (1910). 

225 Duberstein, Are Bankrupts Criminals?, 56 Com. L.J. 63 (1951). The Supreme 
Court has recognized that fraudulent bankruptcies present more of a problem in the 
Second Circuit than they do elsewhere. Maggio v. Zeitz, 333 U.S. 56, 59, 68 Sup. Ct. 401, 
403 (1948). 

226 ADMINISTRATIVE OrFFiceE oF U.S. Courts, Tastes oF BANKRupPTcy Statistics F-5 
(1956-1958). These tables, together with the figures for the fiscal year ending June 30, 
1958, which were not available in published form at the time this was written, were 
supplied to the writer by Mr. Edwin L. Covey, Chief of the Division of Bankruptcy 
of the Administrative Office of United States Courts, to whom the writer is grateful. 
These tables exclude “no asset” and “nominal asset” cases, 
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Fiscal Year 
Ending June 30 


1955 
1956 
1957 
1958 


1955 
1956 
1957 
1958 


1955 
1956 
1957 
1958 


1955 
1956 
1957 
1958 


1955 
1956 
1957 
1958 


BUSINESSES IN DIFFICULTY 


Average Size 


of Estate Administration 
United States 
$6,072.92 $1,615.67 
6,079.89 1,567.26 
6,725.25 1,744.53 
6,053.85 1,556.47 
Seventh Circuit 
4,431.35 1,620.12 
5,533.94 1,683.46 
8,444.41 2,304.95 
6,482.50 1,981.49 


Northern District of Illinois 


3,670.95 1,625.09 
5,499.11 1,903.25 
12,644.47 3,467.95 
6,993.93 2,438.98 
Eastern District of Illinois 

3,629.61 964.86 
4,075.56 826.97 
5,844.20 1,165.50 
2,468.86 446.30 
Southern District of Illinois 
5,924.03 1,661.87 
6,363.90 1,236.24 
5,466.42 1,390.72 
6,659.47 1,716.29 
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Ratio of Cost 
Average Cost of of Administration 
to Assets Realized 


26.6% 
25.8% 
25.9% 
25.7% 


36.6% 
30.4% 
273% 
30.6% 


44.3% 
34.6% 
27.4% 
34.9% 


26.6% 
20.3% 
19.9% 
18.1% 


28.1% 
19.4% 
25.4% 
252% 


As to the priority accorded federal taxes in bankruptcy, so devastating 
has been its impact upon general creditors in recent years that legislation 
to correct the situation has been introduced in Congress at both the pre- 
ceding and the current sessions.?27 


227 FH. R. 12802, 85th Cong., 2d Sess. (1958), would have amended the Bankruptcy 
Act so as to limit expressly both the priority and the non-dischargeability of tax claims 
to the three years preceding the filing of the petition in bankruptcy, except in cases 
of fraud or non-filing of returns. The House passed the measure, but it reached the 
Senate too late for final action. The measure was reintroduced in the present session 
of Congress as H.R. 2236, 86th Cong., Ist Sess. (1959). As to the priority of taxes in a 


general assignment see note 133* supra. 









































































WInTER] LIQUIDATION AND WINDING UP 


CONCLUSIONS 


With this background the practitioner, whether he represents the in- 
solvent owner of the business or one of his creditors, should be able to ad- 
vise his client intelligently concerning the choice of a liquidation device in 
the particular factual situation confronting him. 

From the foregoing the following conclusions are apparent concerning 
the choice of a liquidation device in the given factual situation. 


1. If the debtor is honest, and his creditors are convinced that he is, a 
composition offers the greatest advantage both to debtor and creditors in 
the case of the sole proprietorship or the partnership. The debtor (or 
debtors) receives a discharge from the balance of unpaid obligations as 
effective as that obtainable in bankruptcy. Creditors receive a measurably 
greater percentage of their obligation than they would through administra- 
tion of the estate in bankruptcy. 

If the debtor has made voidable preferences to certain creditors, which 
the honest debtor will disclose, both the preferred creditor and other credi- 
tors must be realistic enough to take the amount of the preference into 
consideration in the composition. The preferred creditor should be prepared 
to accept less than other creditors in the composition to the extent necessary 
to adjust the preference. If the preference is inconsequential, other creditors 
should be realistic enough to overlook it, since there would be no corres- 
ponding benefit to them in voiding it through bankruptcy. 

If there are outstanding tax liabilities, all parties must recognize that the 
same prorata payment made to other creditors must be made to the taxing 
authority, even though the balance of the tax is not dischargeable. Otherwise 
the taxing authority can void the transaction as a preference by an involun- 
tary petition.228 While a composition may be effected through a general 
assignment, such a composition is impractical unless tax liabilities of the 
debtor are minor.?”9 

A composition along these lines will appeal to all reasonable creditors. 
Most creditors are reasonable and will recognize the debtor’s difficulty as 
also their own. While there are almost always some dissatisfied creditors, 
they have little or no standing to complain. The courts favor fair out-of- 
court liquidation plans and are unsympathetic with unreasonable creditors 


228 See Kaw Boiler Works v. Schull, 230 Fed. 587 (8th Cir. 1916) (taxes owing to 
a state, county, and city were included in computing the amount of debts to meet the 
$1,000 requirement); Jn re Kootenai Motor Co., 41 F.2d 399 (D. Idaho 1930) (a state 
having a claim for excise tax on gasoline sold by the debtor was held a proper petitioning 
creditor, the act of bankruptcy being a general assignment). If the United States is the 
taxing authority, it can also invoke the priority statute, Rev. Stat. § 3466 (see note 133* 
supra), in which event the only priority ahead of it is administration expenses. See note 
113 supra. As to treatment of other non-assenting creditors, see note 52 supra and 
accompanying text. 
229 See note 133° supra. 
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who raise technical objections, even when valid, to fairly administered volun- 
tary liquidation plans.?®° 

2. If the debtor is a corporation, a properly administered general assign- 
ment probably offers the greatest advantage both to debtor and creditor. 
Discharge of a corporation from its unpaid debts is usually academic, unless 
it is desired to preserve the corporation for the corporate name, its good 
will, or for some other reason. In that event a composition offers the great- 
est advantage. As the reader may have noted, many of the composition cases 
cited herein involved corporations. 

3. From the debtor’s standpoint, voluntary bankruptcy is the indicated 
course where a majority or substantial minority of his creditors are un- 
reasonable, will not agree to a composition along the line set out above, and 
proceed to enforce their claims by judgment with consequent execution, 
levy, or garnishment. 

4. From the creditors’ standpoint, involuntary bankruptcy is the choice 
where the debtor is definitely dishonest or is uncommunicative or evasive 
about his financial affairs or business transactions. Before filing an involun- 
tary bankruptcy petition, creditors should investigate and ascertain that a 
sound basis for it exists.281 If other creditors have obtained judgments and 
are enforcing those judgments by executions, levies, or garnishments, there 
is almost certainly ground for an involuntary petition. 

Also creditors should take advantage of a general assignment by a debtor 
as a basis for an involuntary petition where they believe that the debtor has 
made preferences in any of the ways indicated in the text. If satisfied that 
the debtor has made no preferences, creditors should carefully inspect a 
copy of the assignment and the attached schedules of debts and assets. If 
the assignment makes no provision for it, creditors should ascertain from the 
assignee at the outset of administration of the assignment what his com- 
pensation will be. If the assignee appears uncooperative with creditors and 
reluctant in any way to disclose to them any details of administration of the 
assignment, which fact creditors should know within a short time after the 
assignment, creditors should then use the assignment as a basis for an in- 
voluntary petition. 

5. Finally, when the insolvent debtor and his counsel have made the 


280 See, e.g., International Shoe Co. v. Smith-Cole, Inc., 62 F.2d 972 (10th Cir. 1933) 
(court refused to upset state court receivership proceeding resulting in payment to all 
creditors except petitioner of 25% of their claim, the receiver having unsuccessfully 
tendered 25% to petitioner, solely to vindicate petitioner’s stated business policy of 
participating in no liquidation proceeding except bankruptcy); Im re Farthing, 202 Fed. 
557 (E.D.N.C. 1913); Woolford v. Diamond State Steel Co., 138 Fed. 582 (D. Del. 1905). 

231 Reason: under § 69(b) of the Bankruptcy Act, 52 Srat. 879 (1938), 11 U.S.C. 
§ 109(b) (1952), the court “shall fix and allow to the bankrupt,” upon dismissal of the 
petition or withdrawal of it by the petitioning creditors, costs, attorney’s fees, expenses, 
and damages occasioned by seizure of the property by a marshal pursuant to an in- 
voluntary petition and application for seizure under § 69(a). The costs, etc., are to 
be paid by the obligors on the bond required by § 69(a). 
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decision to liquidate, the debtor should, except in the situation obtaining 
in the third conclusion above, notify his creditors of that decision. The 
debtor’s non-exempt property at that point is in reality the property of his 
creditors, and they should at least be accorded the opportunity to express 
themselves on the choice of a liquidation plan. Cooperation between debtor 
and creditor at this time works to the greatest advantage of both. 

The failure of a debtor to disclose to his creditors his decision to 
liquidate before embarking on liquidation cannot help him. That it can 
hurt him is demonstrated by a recent decision of the Court of Appeals of 
New York, New York Credit Men’s Adjustment Bureau, Inc. v. Weiss.?8? 

In that case the two individual defendants were owners of 100 per cent 
of the stock and were officers and directors of the debtor corporation, which 
was engaged in the business of selling electrical supplies. The corporation 
had insufficient cash to meet its obligations, and creditors were pressing for 
payment. Defendants decided to liquidate the corporation’s assets and wind 
it up. They consulted an attorney, who described to them various methods 
of liquidation, including a sale at auction of the corporation’s merchandise. 
Defendants selected this method. They publicized the sale a few days prior 
thereto by advertisements in two New York newspapers on three con- 
secutive days and by 1,000 post cards (containing the same information as 
the advertisement) mailed to electrical jobbers, wholesalers, retailers, and 
buyers. Both the advertisements and the post cards omitted the name of the 
debtor corporation and referred only to the address where the sale was to be 
conducted. Creditors received no notice except such as they might be 
charged with by reason of the advertisements. By defendants’ admission 
the corporation’s merchandise had a cost value of $60,000 a few days prior 
to the sale. At the same time the claims of creditors aggregated $52,000. 
The net proceeds of the sale, after expenses thereof, was $19,867. Three days 
after the sale the corporation was adjudicated a bankrupt on an involuntary 
petition. The trustee in bankruptcy of the debtor then brought an action 
against defendants to compel them to pay the value of the assets wasted by 
their neglect or failure to perform their fiduciary obligations under section 
60 of the New York General Corporation Law. The Court of Appeals 
(after taking note of the various rehabilitation and liquidation devices avail- 
able to defendants) held that the complaint stated a cause of action and that 
defendants had the burden of showing that full value was received for the 
assets sold. Although the court remarked that defendants were not “to be 
cast in judgment solely because they neglected to give creditors notice of 
the sale,” the remainder of the opinion leaves little doubt that they were “cast 
in judgment” for that very reason. 

Conceivably the same result could have been, and may some day be, 
reached independently of statute. 


282 305 N.Y. 1, 110 N.E.2d 397 (1953), affirming 278 App. Div. 501, 105 N.Y.S.2d 604 
(1st Dept. 1951), 
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Notes 


THE ROLE OF THE SEC IN CORPORATE REORGANIZATIONS 
UNDER THE BANKRUPTCY ACT 


INTRODUCTION 


Corporate reorganizations are primarily exercises in corporate finance and 
management. They are never law suits in the ordinary sense of procedures de- 
signed to settle simple issues between individual litigants. However, this distinction 
was obscured ! until passage in 1938 of the present Chapter X of the Bankruptcy 
Act.2, One of the principal reasons for its adoption was to provide certain 
administrative controls, the absence of which formerly compelled district courts 
to approve reorganization plans which did not meet the statutory standards of 
fairness and feasibility.2 These controls are effected by participation of the 
Securities and Exchange Commission in the reorganization proceedings and the 
appointment of an independent trustee to make a thorough investigation and 
report of the condition of the debtor’s estate. The scope of this note will be 
limited to the functions of the Securities and Exchange Commission under chapter 
X and the history of its participation in the performance of those functions since 
the act was first enacted. References to the duties of the trustee will be made 
only insofar as his duties overlap the activities of the Commission. 

Under sections 172 and 208 of the act, the two principal duties of the 
Commission are first, to appear as a party to the proceedings on the request or 
with the approval of the judge and, second, to submit advisory reports on plans 
of reorganization referred to it by the court. It must be emphasized that section 
172 of the act specifically provides that the Commission’s report on a plan of 
reorganization shall “be advisory only.” Since it acts as a party to the proceeding, 
it is obvious that the SEC possesses no plenary powers. In fact, it lacks one of the 
important prerogatives of ordinary parties to legal proceedings, the taking of an 
appeal. Because the Commission has no power to enforce its findings on par- 
ticular issues nor to make its advisory reports on reorganization plans binding 
on the courts and parties, it exercises influence only through the quality of 
assistance and advice its regional units render in the proceedings. The Com- 
mission’s views have found acceptance only by virtue of the inherent soundness 
which they possess. 


Tue SECURITIES AND EXCHANGE COMMISSION AS A PARTY 
Section 208 of the act provides: 


“[The Commission] shall, if requested by the judge, and may, upon its 
own motion if approved by the judge, file a notice of its appearance in a 
proceeding under this chapter. Upon the filing of such a notice, the Com- 


1 See, e.g., Conley v. International Pump Co., 237 F. 286, 287 (2d Cir. 1915), where 
the court in an equity receivership said: “The major part of the moving papers is taken 
up with complaints of the inequity of a proposed plan of reorganization. I do not 
think that courts sit to redraw or modify suggestions concerning such voluntary business 
as reorganization plans.” 

252 SraT. 883 (1938), 11 U.S.C. §§ 501-676 (1952). 

8 SEC, REPORT ON THE STUDY AND INVESTIGATION OF THE Work, ACTIVITIES, AND 
Functions oF PROTECTIVE AND REORGANIZATION CoMMITTEEs pt. I, at 898-902 (1937). 

4 At the present time there are nine regional offices located in different sections of 
the country for convenience. The main office is located in Washington, D.C. See 23 
SEC Ann. Rep. (1957). 
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mission shall be deemed to be a party in interest, with the right to be heard 

on all matters arising in such proceeding, and shall be deemed to have inter- 

vened in respect of all matters in such proceeding with the same force and 

effect as if a petition for that purpose had been allowed by the judge.” 5 
Pursuant to this provision, the Commission has in the past year participated in 
thirty-seven reorganization proceedings involving fifty-seven companies. The 
proceedings took place in the district courts of fifteen states, and involved re- 
habilitation of such varied businesses as steel manufacture, oil and gas production, 
railroad operations, small loans, and a gambling casino. 

Whenever a petition for reorganization is filed under chapter X, the im- 
mediate policy question which confronts the Commission is whether this is the 
type of case in which it should move to participate.? It would be administratively 
impossible for it to participate in every corporate reorganization that takes place 
under the act since such proceedings are instituted at an average of five hundred 
per year. Consequently, the Commission early adopted the general rule that it 
will participate only where there is a public interest involved, i.e., where at least 
one of the debtor’s securities is publicly held, and the aggregate value of that 
publicly-held interest is at least $250,000. The monetary value of the public 
investment is not the only criterion to determine participation, however, for the 
Commission has participated in proceedings when the public-investor-aggregate 
did not total that amount.® Even in these smaller cases, it is felt such participation 
is needed when the public investors lack adequate representation, when an un- 
fair plan has been or is about to be proposed, or when the proceedings are not 
being conducted in accordance with the provisions of chapter X.1° 

Once the Commission has decided to participate in a reorganization proceed- 
ing its activities may be as extensive and as varied as the scope of the issues arising 
in the reorganization itself. At the inception of the proceeding it may be called 
upon to express its view as to the filing of the petition, and, at the termination, 
as to the allowance of fees for services rendered by the parties. The remainder of 
this note will be restricted to the specific issues on which the Commission has 
expressed its view in judicial hearings and to the Commission’s activities with 
respect to the adoption of the reorganization plan itself. 


INSTITUTION OF CHAPTER X PROCEEDINGS AND JURISDICTION OF THE CourRTS 


In recent years, the Commission has frequently been asked to express its 
views upon the question of whether the corporate debtor should file its petition 
under chapter X or chapter XI" of the Bankruptcy Act. The act itself fails to 
specify the criteria for determining which chapter is applicable. It is generally 
agreed that chapter XI is designed to afford a debtor a simple plan by which he 


552 Srat. 894 (1938), 11 U.S.C. § 608 (1952). 

6 Supra note 4. 

TSection 265(a) of the Bankruptcy Act (52 Srat. 903 (1938), 11 U.S.C. § 665(a) 
(1952)) provides that the clerk shall upon the filing of a petition immediately transmit 
copies thereof to the Commission. Consequently, the Commission is able to determine 
at once which reorganizations it should participate in. 

8SEC v. United States Realty & Improvement Co., 310 U.S. 434, 60 Sup. Cr. 1044 
(1940). 

®See 7 SEC Ann. Rep. 37, 41 (1940). 

10 See, e.g., In re Realty Associates Security Corp., 66 F. Supp. 416 (S.D.N.Y. 1946); 
In re Philadelphia & Western Ry., 64 F. Supp. 738 (E.D. Pa. 1946). 

Bankruptcy Act §§ 301-99, 52 Srat. 905 (1938), 11 U.S.C. §§ 701-99 (1952). 
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can extricate himself from current financial difficulty with minimum disturbance 
to his business.12 Under chapter XI, subject to court authorization, the debtor 
may remain in possession and manage his business and, with approval of his 
creditors, formulate a plan of arrangement.!* It does not require the administra- 
tive interference and intricate processes of reorganizing capital and debt struc- 
tures which chapter X demands. Consequently, most debtors prefer the less 
expensive and more expedient proceeding which chapter XI provides.!* 

Under section 328 of the act, however, the Commission, as well as any other 
party in interest, may apply to the district court for a dismissal of a chapter XI 
proceeding when it believes the case properly belongs under chapter X. The 
Commission, as a general rule, will contest the appropriateness of the chapter XI 
proceedings whenever it believes there is in the debtor’s securities a substantial 
public ownership which needs the protection of chapter X. Until recently, the 
courts generally sustained the Commission and dismissed the chapter XI proceed- 
ings whenever a substantial public ownership in the debtor’s securities was 
shown.!5 However, in 1956, the Supreme Court, in General Stores Corp. v. 
Shlensky,'® rejected the public-ownership test urged by the Commission and 
held that the district court may exercise its discretion in deciding whether 
chapter X or XI is more suitable to serve the purposes of the reorganization. 
The essential criteria, said Justice Douglas, are “the needs to be served.” 17 
Public ownership of stock, he concluded, is only one of the many factors the 
district court should take into consideration in determining what is the appropri- 
ate procedure. Some of the other factors are the source of the debtor’s difficulties, 
the debtor’s history, the existence of causes of action against management, and 
the possibility of a need for recapitalization or merger with subsidiaries. 

To the extent that the Supreme Court did not set up any absolute criteria, 
an area of indefiniteness remains as to the choice of remedies available to the 
corporate debtor in need of relief. Since the General Stores case, however, the 
Commission has participated in three chapter XI proceedings in an effort to 
reach more definite standards as to the applicable chapter.18 In SEC v. Liberty 
Baking Corp.,!® the Court of Appeals for the Second Circuit held that chapter 
XI] is not available when the proposed plan of reorganization fails to comply with 
the “absolute priority rule” established by the Supreme Court.2° The decision 


12 See, e.g., SEC v. United States Realty Co., supra note 8. This case also was the 
first to hold that the SEC could intervene in a chapter XI proceeding for purpose of 
questioning the jurisdiction of the chapter XI court. It now has such power by statute. 
See 66 Stat. 432 (1952), 11 U.S.C. § 728 (1952). 

18 Bankruptcy Act §§ 341-67, 52 Srat. 909 (1938), 11 U.S.C. §§ 741-767 (1952). 

14See Weintraub & Levin, A Sequel to Chapter X or Chapter XI, 26 ForpHam 
L. REv. 292 (1956). 

18 F.g., SEC v. United States Realty & Improvement Co., 310 U.S. 434, 60 Sup. Ct. 
1044 (1940). However, when the prior proceedings were in state courts, the district 
courts usually found the security holders’ interests were properly protected in the state 
courts. See Sheridan View Bldg. Corp., 154 F.2d 532 (7th Cir. 1945). 

16 350 U.S. 462, 76 Sup. Ct. 516 (1956). 

17 Jd. at 465, 76 Sup. Ct. at 518. 

18SEC v. Liberty Baking Corp., 240 F.2d 511 (2d Cir. 1957), cert. denied, 353 
U.S. 930, 77 Sup. Ct. 721 (1957); SEC v. Wilcox Gay Corp., 231 F.2d 859 (6th Cir. 
1956); United States v. Tellier (E.D.N.Y. 1956). 

19 Supra note 18. 

20 Case v. Los Angeles Lumber Co., 308 U.S. 106, 60 Sup. Ct. 1 (1939). In this case, 
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was based on the fact that management’s reorganization plan failed to accord 
the public debenture holders full recovery before common stockholders were 
allowed to participate in the reorganized debtor. Moreover, there also existed 
a serious question as to whether the management of the company needed to be 
changed. Under these conditions, the court agreed with the views of the Com- 
mission and dismissed the chapter XI proceedings despite the district court’s 
prior approval of the proposed plan. 

As the Liberty Baking case indicates, the present rule allows the court in 
each instance to determine the most appropriate proceeding for every debtor. 
However, a determination that the debtor should have filed its petition under 
chapter X will hardly be welcomed after considerable time and funds have 
already been invested in a chapter XI proceeding.2! Consequently, it is apparent 
that there is a need for a clear line of demarcation between chapter X and XI 
jurisdiction, rather than the vague and indefinite standards presently applied by 
the courts. In 1958 the SEC proposed and Congressman Celler introduced into 
Congress and amendment to chapter XI which would have restricted that chap- 
ter’s use to corporations having no more than one hundred shareholders.22_ Until 
Congress actually adopts this or a similar amendment providing more definite 
standards than are presently utilized by the courts, the middle-sized corporation 
is confronted with a real dilemma in determining which chapter will be held 
applicable to its respective needs and purposes. 

Once it has been determined that chapter X governs, the question as to the 
extent of the court’s jurisdiction frequently becomes a matter of controversy. 
On occasion, the Commission, as amicus curiae, will participate in such determina- 
tions for the purpose of obtaining uniform interpretations of the provisions of 
the Bankruptcy Act. Section 2 of the act gives the district courts broad statutory 
authority to make orders, issue process, and enter judgments so as to carry out 
the purposes of the act. Its jurisdiction extends to all property of the debtor in 
the court’s actual or constructive possession. 

The SEC consistently advocates that the courts, in reorganization proceed- 
ings, should exercise their jurisdiction over all activities which will lead to a fair 
and feasible plan. Most of the courts have sustained the Commission’s position 
and have consistently extended their jurisdictional power so that presently it 
includes such activities as collecting and distributing the debtor’s assets,?3 enjoin- 
ing activities of third parties which might adversely affect the debtor’s estate,?4 
settling the debtor’s right to a set-off against a pledgee-creditor who refuses to 
file his claim in the reorganization proceedings,?5 enjoining stockholders’ inter- 


the Supreme Court used the term “absolute priority” for the first time to identify the 
principle that recognition must be accorded: claims in the order of their legal and 
contractual priority. 

21 See, e.g., Weintraub & Levin, supra note 14; see also SEC v. Liberty Baking 
Corp., supra note 18. 

22 H.R. 11593, 85th Cong., 2d Sess. (1958). The proposed bill would have amended 
paragraph 3 of section 306 so as to restrict chapter XI to such corporations. A similar 
provision was proposed in 1940, but the need for it was eliminated by the Supreme 
Court decision in SEC v. United States Realty & Improvement Co., 310 U.S. 434, 60 
Sup. Cr. 1044 (1940). Hearings before Special Subcommittee on Bankruptcy and Re- 
organization, H. R. 9864, 76th Cong., 3d Sess. (1940). 

23 See, e.g., SEC v. United States Realty & Improvement Co., supra note 22. 

24 Continental Ill. Nat’l Bank & Trust Co. v. Chicago, R.I. & Pac. Ry., 294 U.S. 648, 
55 Sup. Cr. 494 (1935). 

25 In re Cuyahoga Fin. Co., 136 F.2d 18 (6th Cir. 1943). 
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ference in a state court suit prosecuted by the independent trustee of the debtor,?¢ 
and settling disputes between third parties in which neither the debtor nor the 
trustee has any interest.27 The courts normally rationalize their jurisdictional 
authority on grounds that there is a property interest of the debtor which needs 
protection.28 In many of the cases, however, such an analysis rests on tenuous 
grounds.?® A better analysis would treat the extension of the court’s jurisdiction 
as a development of the law of corporate reorganization. It appears that the 
courts are merely applying, without expressly stating, the familiar doctrine that 
when equity acquires jurisdiction it will decide all those matters incidental to the 
main objective.21 The objective in chapter X proceedings is always to effect a 
fair and feasible reorganization plan.82_ Unless the debtor can be reorganized in 
such fashion, the proceedings may have to be dismissed or the debtor thrown 
into bankruptcy. Consequently, with this dilemma in mind, the extension of the 
court’s summary jurisdictional power over all matters even remotely related to 
the debtor appears acceptable without resort to the tenuous argument that the 
debtor’s property is the subject matter of their jurisdiction. 


ACTIVITIES IN THE ADMINISTRATION OF Destor’s EsTaTEs 


Under section 156 of the Bankruptcy Act, the district court is required to 
appoint an independent trustee in all cases where the liquidated indebtedness of 
the debtor exceeds $250,000. The trustee’s duties include examining the history 
of the debtor, ascertaining its financial problems and future prospects, and 
formulating the reorganization plan. In addition, such trustee also bears primary 
responsibility for the operation of the debtor’s business during the reorganiza- 
tion proceedings. Consequently, it appears clear that the success of any re- 
organization will depend to a great extent upon the thoroughness and skill with 
which the independent trustee performs his duties. 

Section 158 of the act prescribes certain standards of disinterestedness which 
the court must apply in appointing the independent trustee.3* Because the 
success of the reorganization proceeding will depend upon the trustee, the Com- 


26 In re Standard Gas & Elec. Co., 139 F.2d 149 (3d Cir. 1943). 

27 In re Burton Case Co., 126 F.2d 447 (7th Cir. 1942). 

28 SEC v. United States Realty & Improvement Co., supra note 22. The Supreme 
Court in this case enjoined the sale of collateral held by certain note holders on the 
grounds that the debtor’s equity of redemption is a property interest in the collateral 
over which bankruptcy courts have exclusive jurisdiction. Thus the court must have 
the power to preserve and safeguard the debtor’s property during the reorganization 
proceeding. 

29For example, in Central Hanover Bank & Trust Co. v. President and Directors 
of Manhattan Co., 105 F.2d 130 (2d Cir. 1939), the court held that a suit is considered 
property of the debtor though the debtor need not have an equity in the result. 

80 Frebourg, Summary Jurisdiction of the Chapter X Court in Corporate Reorgani- 
zation, 18 ForpHAM L. Rev. 99 (1939). 

81 See, e.g., Jaquith v. Rowley, 188 U.S. 620, 23 Sup. Ct. 369 (1903). 

82 Consolidated Rock Products Co. v. Du Bois, 312 U.S. 510, 61 Sup. Ct. 675 (1941). 

88 Section 158 (52 Srat. 892 (1938), 11 U.S.C. § 558 (1952)) provides a person shall 
not be disinterested if: “(1) he is a creditor or stockholder of the debtor; or (2) he is 
or was an underwriter of any of the outstanding securities of the debtor ...; or (3) he 
is, or was within two years prior to the date of the filing of the petition, a director, 
officer, or employee of the debtor ...; or (4) it appears that he has... [any] con- 
nection with, or interest in the debtor ... .” 
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mission examines and investigates his background to determine that he is in 
fact independent.®* If the trustee does not meet the statutory requirements of 
disinterestedness, the Commission will petition for his dismissal upon grounds 
that a conflict of interest disqualifies him. 

Even though the trustee may be qualified to act in a fiduciary capacity at 
the inception of the proceedings, conflicts of interest may develop during the 
process of reorganization. Under such circumstances, the court, usually upon 
the objection of the Commission, will discharge the trustee and deny his later 
application for allowances for services rendered or, in the alternative, surcharge 
him for profits he obtained through a breach of his position of confidence.®® 

The activities of the Commission in the field of the administration of the 
debtor’s assets are not limited to the enforcement of the rigid statutory standards 
of disinterestedness, however, for it often lends its assistance to the trustee in 
fulfilling his affirmative statutory duties.36 One of the most important of these 
duties is that the trustee report to the security holders on his investigations of 
the property, liabilities and financial condition of the debtor, the operation of 
the business, and the desirability of the continuance thereof.37 These reports 
not only enable security holders to make suggestions for reorganization but also 
provide them with the necessary data to exercise an informed judgment when 
they are called upon to approve a proposed plan of reorganization. In order to 
insure the completeness and accuracy of these reports, the Commission’s staff 
will often lend its assistance to the trustee and his counsel in the investigation 
of the debtor’s financial difficulties and other matters.38 

In addition to providing for the appointment of the independent trustee, 
section 156 also gives the court power to designate an additional trustee who 
may be an officer, director, or employee of the debtor, for the limited purpose 
of assisting the independent trustee in the operation of the business. Since this 
is contrary to the requirement that the trustee be completely independent of the 
debtor, the Commission insists that the appointment of an additional trustee 
should be the exception rather than the rule. This position is founded upon the 
conviction that an additional trustee should be appointed only when the services 
and experience of the interested party are essential to the operation of the debtor 
and when that person’s services would not otherwise be available.2® To hold 
otherwise might invite dispute and hostility during the reorganization when the 
independent trustee is required to make decisions involving members of the old 
management. In Ocean City Automobile Bridge Co.,* the court not only en- 
dorsed the Commission’s recommendations but held also that even though the 


3410 SEC Ann. Rep. 141, 145 (1944). 

35 See, e.g., Mosser v. Darrow, 341 U.S. 267, 71 Sup. Ct. 680 (1951). For a complete 
treatment on the subject of liability of fiduciaries in conflicts of interest and allowances, 
see Note, The SEC and Allowances in Corporate Reorganization, 42 Gro. L.J. 420 
(1954). 

36 See, e.g., In re Solar Mfg. Corp., 200 F.2d 327 (3d Cir. 1952). 

37 Bankruptcy Act § 167(5), 52 Srat. 890 (1938), 11 U.S.C. § 567(5) (1952). 

388 Through these combined investigations of the debtor’s financial condition, a 
possible cause of action against the management often will be uncovered, and the 
Commission normally will insist on prosecution by the trustee for the benefit of the 
estate. See In re Chicago Rapid Transit Co., 196 F.2d 484 (7th Cir. 1952); South State 
Street Bldg. Corp., 105 F.2d 680 (7th Cir. 1939). 

89 See Ocean City Automobile Bridge Co., 184 F.2d 726 (3d Cir. 1950). 


49 Ibid. 
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statute allows an additional trustee to be appointed despite his connection with 
management, he may not possess any other of the statutory disqualifications. 
Thus, the additional trustee may not be the debtor’s creditor, stockholder, under- 
writer, or attorney. Furthermore, when the additional trustee’s assistance is no 
longer required the Commission will normally petition the court to have his 
appointment revoked.*! Since the primary purpose of a reorganization is the 
rehabilitation of the debtor, it is only reasonable that cost be kept to a minimum. 


FAIRNESS AND FEASIBILITY 


The ultimate objective of every reorganization proceeding is the consum- 
mation of a fair, equitable, and feasible plan of reorganization. Consequently, 
the Commission’s main function is to aid the court and the trustees in the 
formulation of such a plan. A prerequisite to a fair and feasible plan is a de- 
termination of the value of the debtor’s assets.42 Shortly after chapter X was 
adopted, the Supreme Court, in Consolidated Rock Products Co. v. Du Bois, 
approved the capitalization-of-earnings method of valuation which the SEC 
recommended in their brief as amicus curiae. Justice Douglas concluded that 
in determining value for reorganization purposes “the criterion of earning ca- 
pacity is the essential one” and that “valuations for other purposes are not relevant 

.. or helpful . . . except as they may indirectly bear on earning capacity.” 4 
Since this decision, the SEC, with few exceptions, has adhered to the capitalized 
earnings method of valuation in the hearings before the courts as well as in its 
formal advisory reports.4® Such a method of valuation involves a determination 
of the reasonably prospective earnings of the corporation and the capitalization 
or discounting of those earnings at a risk based upon their realization.*® After 
adding to this the realization value of non-productive assets,*7 the result will 
equal the value for reorganization purposes. Though the formula is not complex, 
its application is difficult because both the reasonably anticipated earnings and 
the capitalization rate are dependent upon a forecast as to the debtor’s future. 
Whenever prediction is involved, “mathematical certitude” becomes impossible. 
Hence, valuation of the estate can be no more than an estimate based upon an 
informed judgment as to all factors relevant to future earning capacity. Some 


#1 See In re Solar Mfg. Corp., supra note 36. 

#2 In re Chicago Railways Co., 160 F.2d 59 (7th Cir. 1947). See also Gardner, The 
SEC and Valuation Under Chapter X, 91 Pa. L. Rev. 440 (1941); Frank, Epithetical 
Jurisprudence and the Work of the Securities and Exchange Commission in the Ad- 
ministration of Chapter X of the Bankruptcy Act, 18 N.Y.U. L.Q. Rev. 317 (1940); 
BonsRIGHT, VALUATION OF PRoPERTY 237-38 (1937). 

48 312 U.S. 510, 61 Sup. Ct. 675 (1941). 

44 Id. at 526, 61 Sup. Ct. at 686. 

45 See, e.g. In re Chicago Railways Co., supra note 42; Trinity Bldgs. Corp. Pre- 
ferred Stockholders Committee v. O’Connell, 155 F.2d 327 (2d Cir. 1946). 

However, if the enterprise is worth more on liquidation than it is as a going con- 
cern, the enterprise should be liquidated and the assets valued on a liquidating basis. 
In re Porto Rican Am. Tobacco Co., 112 F.2d 665 (2d Cir. 1940). 

Another exception is made in the case of investment companies where the Com- 
mission contends the proper method of evaluation is not prospective earnings but the 
realizable market value of the securities on hand. Jn re Central States Elec. Corp., 183 
F.2d 879 (4th Cir. 1950). 

46 Gardner, supra note 42, at 443; 2 BonBRIGHT, Op. cit., supra note 42, at 870-81. 

47 See, e.g., Porto Rican Am. Tobacco Co., 7 SEC Ann. Rep. 301 (1940). 

































































638 LAW FORUM [VoL. 1958 


of these factors include the physical and financial condition of the debtor, the 
cause of its collapse, the quality of its management, reasonable property values 
and its past operation performance.*® The Commission’s staffs obtain their in- 
formation on these matters by conference and cooperation with the trustees 
and other parties to the proceeding, from an examination of the debtor’s books, 
and in the court proceedings themselves.*® Often, independent studies will have 
to be made into general economic factors and the competitive conditions in the 
particular industry under consideration. Once the debtor’s value is agreed upon, 
the district court is in a position to determine whether the proposed plan of 
reorganization meets the applicable standards of fairness and feasibility. 

The most important procedural change in chapter X is the requirement that 
the district court approve the plan as fair and feasible before it is submitted to 
security holders for their approval.5° This permits the court to make an inde- 
pendent determination without feeling the “need to go along” with the opinion 
of the great majority of security holders who would have otherwise already 
accepted the plan.5! Moreover, such a practice is beneficial to the security 
holders when their approval of the plan is sought, for section 175 of the act 
provides that both the court’s opinion and the SEC reports be promptly sub- 
mitted to all security holders. Consequently, the security holders have the 
necessary material to exercise an informed judgment as to whether they should 
accept the plan. 

Since the court’s conclusion as to the unfairness of a plan is final,5? the SEC 
often takes part in the proceedings in order to insure that proper standards will 
be applied in the evaluation. The standards of fairness were emphatically brought 
to the fore by the Supreme Court in Case v. Los Angeles Lumber Products Co.58 
The majority opinion emphasized the strict enforcement of contractual priorities 
and the necessity for judges to exercise independent judgment on questions of 
fairness. Although the Los Angeles Lumber case was not a chapter X proceed- 
ing, later decisions of the Supreme Court have approved the application of its 
principles to reorganization proceedings.54 Furthermore, as the Commission 


48 See, e.g., Case v. Los Angeles Lumber Co., 308 U.S. 106, 60 Sup. Cr. 1 (1939). 

49 13 SEC Ann. Rep. 95, 100 (1947). 

50 Bankruptcy Act § 176, 52 Strat. 891 (1938), 11 U.S.C. § 576 (1952). 

51 Under section 77B and the early equity receiverships, it had been assumed by 
many courts that the fair plan was merely a bargain arrived at between security holders 
and that consent by large percentages of creditors was itself evidence of fairness. In re 
A.C. Hotel Co., 93 F.2d 841 (7th Cir. 1937); see also Frank, supra note 42. This practice 
under section 77B, at least, was due in part to the fact that the plan had to be accepted 
by the stockholders before it could be approved by the court. Contra, National Surety 
Co. v. Coriell, 289 U.S. 426, 53 Sup. Ct. 678 (1932), where the Supreme Court held that 
if the plan is not fair and equitable it cannot be approved by the court as a matter of 
law even though the percentage of various classes of security holders required by sec- 
tion 77B had consented. 

52 Bankruptcy Act § 174, 52 Srat. 891 (1938), 11 U.S.C. § 574 (1952). 

53 Supra note 48. In this case the Supreme Court reaffirmed application of the doc- 
trine of the Boyd case to bankruptcy reorganizations. See Northern Pac. Ry. v. Boyd, 
228 US. 459, 33 Sup. Cr. 564 (1912). 

54 See, e.g., SEC v. United States Realty & Improvement Co., 310 U.S. 434, 60 Sup. 
Cr. 1044 (1940) where the Supreme Court held that since the Los Angeles Lumber case 
rested upon an interpretation of the terms “fair” and “equitable” it is clear the principles 
of that case are applicable to chapter X proceedings where “fair” and “equitable” are also 
the standards. See 52 Srat. 891, 897 (1938), 11 U.S.C. §§ 574, 621(2) (1952). 
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interprets the “absolute priority” rule, it advocates before the courts that ap- 
plicable standards of fairness require the district court to approve only those 
plans which provide full compensatory treatment for claims in the order of 
their legal or contractual priority, either in cash or new securities, or both, 
and that participation granted to junior claims must be based upon the existence 
of an equity in the enterprise after the satisfaction of prior claims or upon a 
fresh contribution in money or money’s worth needed in the debtor’s reorgani- 
zation. 

If the proposed plan preserves participation for an equity interest when 
the valuation of the enterprise has clearly indicated there is no real value for 
such interest, the Commission will urge the court to condemn the plan as 
unfair.55 The senior claimants cannot be compensated with watered securities. 
In other words, the new securities should be intrinsically sound so that there 
is a reasonable prospect that they will have values equal to their face amounts, 
or in the case of stocks, equal to the values put upon them for reorganization 
purposes. Thus, in Consolidated Rock Products Co. v. Du Bois,5® the Supreme 
Court, in adopting the Commission’s view on the priority rights of creditors 
to shareholders, said: 


“Full compensatory provisions must be made for the entire bundle of 
rights which the creditors surrender. 

“[When] they receive less than full compensatory treatment, some of 
their property rights will be appropriated for the benefit of stockholders 
without compensation. That is not permissible.” 57 


The one circumstance under which stockholders without an equity in the debtor 
are allowed to participate in the reorganized enterprise is when they make a 
fresh contribution to the capital structure of the debtor.5® However, the SEC 
contends that not only must the stockholder make an adequate contribution to 
the debtor but he must also show there is a “need” for such contribution before 
he should be allowed to participate. Generally, the courts have accepted the 
recommendation of the Commission and denied participation when it has been 
clear that there was no need for the stockholder’s extra contribution.5® 
Complications in the application of the principles of the absolute priority 
rule often arise, however, between members of the same class of senior security 
holders. The general rule is that security holders of the same class are treated 
equally regardless of when or at what price they purchased the old securities.*° 
A different rule could cause the new reorganization securities to become un- 
marketable since no one would purchase the old securities at a price which 
would be the maximum he could obtain on distribution. The courts, however, 
refuse to treat a specific member of a senior security class equally with the rest 
of that class when the Commission or some other party can affirmatively show 
that such person has by mismanagement or misconduct caused loss to the debtor 
which affects the other members of his class.61 Primarily, such charges are 


55 In re Third Avenue Transit Corp., 222 F.2d 466 (2d Cir. 1955); In re Chicago 
Railways Co., 160 F.2d 59 (7th Cir. 1947). 
56 312 U.S. 510, 61 Sup. Ct. 675 (1941). 
57 Jd. at 528-29, 61 Sup. Ct. at 686. 
58 See 6 SEC Ann. Rep. 65 (1940). 
59 See, e.g., Associated Owners Inc., 32 F. Supp. 828 (E.D. Wis. 1940). 
60 In re Pittsburgh Railways Co., 159 F.2d 630 (3d Cir. 1946). 
61 Jn re Philadelphia & W. Ry., 64 F. Supp. 738 (E.D. Pa. 1946). 
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directed at parent corporations or at controlling or affiliated individuals.®? If it 
is found that the security holder has caused the loss to the debtor, his claim may 
be subordinated to members of the same class or to all outstanding interests or, in 
the alternative, his recovery may be limited to cost since good faith is an integral 
part of the concept of the fair and equitable plan.® 

Another area in which the SEC normally urges the relaxation of the rigid 
requirements of the absolute priority rule is where it believes it is necessary in 
order to reach a plan which is not only fair but also feasible. If the debtor is 
in need of a simplified debt structure, the Commission maintains the courts can 
issue new securities of the same class to both senior and junior security holders 
without violating the spirit of the absolute priority rule. However, the Com- 
mission insists that sacrifice of priority rights should be adequately compensated 
for in terms of relative amounts of the new junior securities issued to them. 
Otherwise it will object to such a plan as unfair. 

Feasibility is as important as fairness, and, like fairness, it is dependent upon 
the conclusions as to the debtor’s value since value determines the capital struc- 
ture which the enterprise can support. The Commission maintains that unsound 
reorganization plans in the past have been the cause of recurring insolvencies 
with the consequent unfavorable repercussions on both the private interests 
involved and the public economy. Consequently, it insists before the courts and 
in its formal advisory reports that the debtor must emerge with adequate working 
capital, that the fixed charges must be less than reasonably anticipated earnings, 
and that the capital structure bear a fair relationship to the value of the assets 
with some assurance that another reorganization will not be required at the ma- 
turity of the funded debt.*5 Whenever a proposed plan fails to meet these re- 
quirements, it will condemn the plan as not feasible.66 Even though the Com- 
mission’s recommendations are not followed in a particular proceeding,®? how- 
ever, its efforts are not always totally unavailing. In many instances the plan 
which the court ultimately approves is drawn up in conference with representa- 
tives of the Commission and, as finally presented, represents substantial improve- 
ments over the first draft which the Commission rejected. 

It is also significant that the role of the Commission in determining feasibility 
of reorganization plans is somewhat related to its other duties. The Securties 
Act of 1933 ®8 requires it to enforce standards of full disclosure in connection 
with public distribution of securities. However, securities issued in exchange for 
other securities pursuant to a reorganization plan are exempted from the registra- 
tion and prospectus requirements of the Securities Act.®® Consequently, the 


82 See, e.g., Columbia Gas & Elec. Corp. v. United States, 151 F.2d 461 (6th Cir. 
1945), aff'd, 153 F.2d 101 (6th Cir. 1946) (parent corporation); In re Philadelphia & W. 
Ry., supra note 61 (directors of debtor). 

88 See In re Inland Gas Corp., 187 F.2d 813 (3d Cir. 1950), where, upon the Com- 
missioner’s petition, the court examined all of the alternatives in question. 
64See Consolidated Rock Products Co. v. Du Bois, 312 U.S. 510, 61 Sup. Ct. 675 

1941). 

% Clark, The Securities and Exchange Commission and the Chandler Act, 73 U.S.L. 
REv. 147 (1939). 

66 See, e.g., In re Third Avenue Transit Corp., 198 F.2d 703 (2d Cir. 1952). 

87 See, e.g., San Francisco Bay Toll Bridge Co., 6 SEC 863 (1940). 

68 15 U.S.C. § 77(a) (1952). 

6 Bankruptcy Act § 264(a), 52 Srat. 902 (1938), 11 U.S.C. § 664(a) (1952); see 
also Rules and Regulations of the Securities Act of 1933, § 230.133 (1956), which also 
would exempt the securities of a reorganized debtor from the requirements of section 5 
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Commission maintains that it must adequately safeguard not only the present 
security holders but also the future purchasers of such securities.7° The only 
manner in which this may be done is to demand strict compliance with the re- 
quirements of feasibility and thereby prevent the circulation of unsound and 
deceptive securities among public investors. 


ALLOWANCES 


Labeled as “the most thankless and delicate task in all of the problems of 
judicial reorganization” 7! and “one of the most disagreeable and perplexing 
tasks which falls to the lot of the district judge,” 7? the subject of allowances 
has traditionally been a matter of considerable controversy.78 However, chapter 
X has removed the major sources of the difficulty by placing primary responsibil- 
ity for allowances upon the district court and also by providing for SEC participa- 
tion in the hearings on allowances.74 Probably the first responsibility of the Com- 
mission with respect to applications for allowances is to require the applicants 
to specifically list in detail the services for which compensation is sought. This 
is for the purpose of preventing duplication of payment for the same services 
and for determining if, in fact, the services for which allowances are sought 
are compensable.7*> At the hearing, the Commission will often make specific 
recommendations to the judge regarding the merits of particular claims as well 
as the feasibility of the total request for allowances in relationship to the value 
of the debtor. In recent years, the courts have regarded highly the Commission’s 
recommendations as evidenced by the decision in Scribner & Miller v. Conway.” 
In a per curiam opinion, the court held that the recommendations for allowances 
made by the SEC should be followed by the reorganization court “unless... . 
[it] showed reasons otherwise based on specific findings.” The court was par- 
ticularly impressed by the fact that the Commission is the only disinterested 
party 77 and that its close familiarity with the entire proceedings makes its re- 
ports and studies the most accurate determinations of the allowances and fees 
due the parties.78 


of the act if there is a statutory merger, consolidation or reclassification of the debtor’s 
securities in the reorganization plan. The Commission, however, has indicated Rule 133 
may be repealed. SEC RELEAsE No. 3846 (October, 1957). Whether its repeal will effect 
the exemption of the debtor’s securities under section 264(a) of the Bankruptcy Act 
seems doubtful. 

7 Frank, supra note 42, at 346. 

1 Finn v. Childs Co., 181 F.2d 431, 435 (2d Cir. 1950). 

72 Silver v. Scullin Steel Co., 98 F.2d 503, 506 (8th Cir. 1938). 

78 See Clark, supra note 65; Note, The SEC and Allowances in Corporate Re- 
organization, 42 Gro. L.J. 420 (1954) (traces the “sordid chapters” in the history of re- 
organization fees from the equity receivership to the present date). See also ARNOLD, 
Tue Forktore or CAPITALISM 230 (1937), where the author characterizes allowance 
proceedings as one of the “wildest ideological orgies in intellectual history.” 

74 Bankruptcy Act §§ 241-60, 52 Srat. 900-902 (1938), 11 U.S.C. §§ 641-60 (1952). 

75 23 SEC Ann. Rep. 151 (1957). 

76 238 F.2d 905, 907 (2d Cir. 1956). 

™7 Section 242(2) of the Bankruptcy Act provides that the SEC shall not be en- 
titled to compensation for the services rendered in a proceedings, while almost all other 
parties are entitled to allowances under this section. 

78 In almost all the cases in which the Commission takes part in the hearings on 
allowances, it has participated from the time the petition was first filed under chapter 
X. See, e.g., London v. Snyder, 163 F.2d 621 (8th Cir. 1947), 
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On the issue of what constitutes compensable service, the Commission has 
consistently taken the position that there is a need for protecting the debtor 
from exorbitant charges while at the same time providing equitable treatment to 
the parties.7® Since the primary purpose of a reorganization is the rehabilita- 
tion of a debtor, the Commission maintains that the importance of safeguarding 
the debtor’s assets cannot be over-emphasized. In general, the courts have ac- 
cepted the Commission’s recommendations and have denied applications for 
allowances when the Commission has found a claim suspect, doubtful, or of 
negligible value.8° 

On other matters, however, the Commission has not been as successful. 
Uniformly, it is the practice of the courts to determine compensable services on 
the basis of benefit conferred to the estate.8! When the applicant’s activities 
primarily benefit his own class of interest instead of all the outstanding inter- 
ests, the courts deny the application for allowances from the debtor’s estate.8? 
The Commission, on the other hand, would broaden the present base of 
compensable service to include services which contribute to the final plan even 
though they have been of primary benefit to the applicant’s class of interest. 
In this manner, it is believed the small investor, who could not otherwise afford 
it, will be encouraged to participate in the reorganization. The courts have re- 
jected this theory on the grounds that it is inconsistent with the strict economy 
of the debtor’s estate and also because matters concerning allowances are dis- 
cretionary with the reorganization judge.’ Since maximum participation in all 
reorganization proceedings is desirable, however, the position of the Commission 
appears inherently sound. The statutory language of section 243, itself, seems 
to increase the types of compensable service.8* Moreover, the emphasis of the 
courts, upon the need for strict economy appears unwarranted, for the base 
of allowances may be broadened without necessarily increasing the levy on the 
estate.85 Yet, as long as the courts adhere to the view that matters of allowances 


7 See In re Solar Mfg. Corp., 215 F.2d 555 (3d Cir. 1954). The court revised the 
allowances of the trustees made by the district court so that they were more in con- 
formity with the recommendations of the Commission. SEC conclusions were based 
on the need to reduce the fees so that they would be more in conformance with the 
size of the estate and the work involved. Also important was the fact that most of the 
trustee’s work was rendered without benefit to the estate. 

80 See, e.g., Postal Telegraph & Cable Corp., 119 F.2d 861 (2d Cir. 1941). 

81 See, e.g., In re Congress & Senate Co., 163 F.2d 621 (8th Cir. 1947). 

82 Warren v. Palmer, 132 F.2d 665 (2d Cir. 1942). 

83 An excellent illustration of the Commission’s position and its rejection by the 
courts may be found in Im re Mt. Forest Fur Farms of America, 62 F. Supp. 59 (S.D. 
Mich. 1945), aff'd, 157 F.2d 640 (6th Cir. 1946). However, the more recent case of 
Scribner & Miller v. Conway, 238 F.2d 905 (2d Cir. 1956), may indicate a trend by the 
courts, at least in the second circuit, toward more favorable treatment of the Com- 
mission’s recommendations. Here the court sustained the SEC contention that the district 
judge’s denial of reasonable compensation for defeat of an unfair plan is erroneous 
though it did not lead to substantial increases in the assets of the estate. 

84 Section 243 of the Bankruptcy Act, 52 Stat. 900 (1938), 11 U.S.C. § 643 (1952), 
provides a judge may allow compensation to creditors, stockholders, and attorneys for 
services rendered “in connection with the submission... or... proposals...or... 
objections by them to... a plan, or in connection with the administration of the estate.” 

85 See Scribner & Miller v. Conway, supra note 83, where the court reduced the 
allowances awarded to the trustee by the district court and allowed the bondholder’s 
committee compensation for services rendered in the rejection of a reorganization plan. 
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are discretionary with the reorganization court, the effectiveness of the SEC in 
this area will remain de minimus.®6 

An issue that frequently arises in the hearings involves the granting of 
allowances to applicants who have served conflicting interests. The problem 
primarily occurs where an applicant attorney has served two or more parties 
with competing interests. It has also arisen, however, in cases involving indenture 
trustees and committees seeking allowances.87 The SEC contends that complete 
freedom from conflicting interests is an absolute prerequisite for receiving 
allowances. It believes that the rules applicable to fiduciaries and trustees gen- 
erally, apply in corporate reorganizations. The landmark case of Woods v. City 
National Bank Co.88 was an express recognition by the Supreme Court of the SEC 
contentions. It held that the reorganization court need not speculate as to the 
degree and amount of loss due to the applicant’s conflict of interest, for when- 
ever any conflict is found, allowances should be denied completely. The Court 
did, however, make an exception as to an allowance for the applicant’s expense 
which enured to the benefit of the estate.8® With but one exception,® the 
Commission has successfully opposed the allowance of any fees to applicants 
who have conflicts of interest under the rigid standards of the Woods case.9! 

A legal problem, similar to that raised in the conflicts of interest cases, arises 
where the applicant has traded in the securities of the debtor. However, the 
problem of trading by claimants has been fairly well settled by section 249 of the 
Bankruptcy Act. It provides: 


“. . . No compensation or reimbursement shall be allowed to any committee 
or attorney or other person acting . . . in a representative or fiduciary ca- 
pacity, who at any time after assuming to act in such capacity has purchased 
or sold such claims or stock or by whom or for whose account such claims 
or stock have .. . been otherwise acquired or transferred.” 
In accordance with the general inclination on the part of the judges to compen- 
sate for beneficial services, it had been the practice of the courts before this 
provision was adopted to make certain exceptions to the general rule denying 
claimants compensation when they had traded in the debtor’s securities. When 
the claimant could prove a lack of conflict of interest, or when he could prove 
that no inside information had been used in his trading activities, compensation 
was allowed.*? Section 249 brought an end to such practices. The courts now 
uniformly hold that trading constitutes a complete bar to the awarding of 


86 See In re Solar Mfg. Co., 190 F.2d 273 (3d Cir. 1951). 

87 See, e.g., Ritz Carlton Restaurant & Hotel Co., 60 F. Supp. 861 (D.C.N.J. 1945). 

88 312 U.S. 262, 61 Sup. Ct. 23 (1941). 

89 The court held that if the expenses clearly benefit the estate, compensation 
should be awarded to the applicant on general equity principles in spite of the conflict 
of interest. 

% Silbeger v. Prudence Bonds Corp., 180 F.2d 917 (2d Cir. 1950). 

91 In re 32-36 North State Street Bldg. Corp., 164 F.2d 205 (7th Cir. 1947) (where 
the adverse interest was as tenant); London v. Snyder, 163 F.2d 621 (8th Cir. 1947) 
(as landlord); In re American Acoustics, Inc., 97 F. Supp. 586 (D.C.N.J. 1951) (as 
representative of a minority committee and the debtor’s president); Ritz Carlton 
Restaurant & Hotel Co., supra note 87 (as mortgagee in possession of the debtor’s 
property). 

9252 Srat. 901 (1938), 11 U.S.C. § 649 (1952). 

93 See Hearings Before House Judiciary Committee, H.R. 8046, 75th Cong., Ist 
Sess. 184 (1937); S. Rep. No. 1916, 75th Cong., 3d Sess. 38 (1938). 
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allowances if the claimant or his firm has engaged in any activities involving 
the debtor’s securities during,®* or a short time prior to,®5 his engagement in a 
position of trust and confidence. This is true though occasional hardships are 
produced.** The only exception to the unyielding standards of the statute was 
made in the case of In re Midland United Co.,®°* where the maxim of de minimus 
non curat lex was applied. The court in this case concluded that when the 
tradings have been in negligible amounts and for some one other than the 
claimant, neither section 249 nor the law of fiduciaries itself, bars awarding the 
claimant compensation. However, the tendency of the courts, as well as the SEC, 
has been in the direction of increasing the stature of the trading provision to 
include more and more activities of claimants.98 Consequently, it appears probable 
that courts in other circuits will in the near future reject the one exception made 
to the broad coverage of the trading provisions in the third circuit. 

Though practical unanimity has been reached in the area of trading in the 
debtor itself, no such result is realized when the trading by the fiduciary is in 
the securities of a subsidiary of the debtor. Where the debtor and its subsidiary 
are closely related so that it may be regarded as a single enterprise, it appears 
certain that the fiduciary claimant will be denied compensation.®® It is not clear, 
however, whether the courts base this result on section 249 or the conflict of 
interests theory. The SEC, on the other hand, contends that the broad statutory 
language of section 249 is equally applicable to subsidiary trading as it is to 
debtor trading, and consequently any trading in the securities of a subsidiary 
acts as a complete bar to the recovery of allowances by a fiduciary. Unfor- 
tunately, the courts have rejected the Commission’s contentions and have sub- 
stituted a vague and indefinite standard for trading in subsidiary securities by a 
fiduciary claimant.1 

The construction of this statute has also been the subject of controversy 
where it is found that a near relative of the claimant-fiduciary has traded in the 
securities of the debtor during the reorganization proceedings. Here, however, 
the SEC has been more successful. It maintains that trading by a near relative 
is of the same legal effect as if the fiduciary himself had traded.1°! Consequently, 
section 249 acts as a complete bar to recovery of allowances by the claimant. 
The courts have generally accepted the Commission’s recommendations with a 
qualification that lack of knowledge or acquiescence in the relative’s activities 
relieves the fiduciary of responsibility and entitles him to recovery.!°2 


% In re Reynolds Investing Co., 130 F.2d 60 (3d Cir. 1942). 

%5 In re Cosgrove-Meehan Coal Corp., 136 F.2d 3 (3d Cir. 1943). 

% Norwalk Tire & Rubber Co., 96 F. Supp. 274 (D. Conn. 1951). 

87159 F.2d 340 (3d Cir. 1947). The court made an exception because brokerage 
houses of committee members had dealt in the securities of the debtor “to a small 
— and the dealings were entirely for the benefit of the customers of the brokerage 

ouse. 

9% See, e.g., Norwalk Tire & Rubber Co., supra note 96. 

% In re Midland United Co., 64 F. Supp. 399 (D. Del. 1946), aff'd, supra note 97. 

100Tn the case of Im re Central States Elec. Corp., 206 F.2d 70 (4th Cir. 1953), the 
court expressly rejected the Commission’s contention that section 249 should be extended 
to the trading in securities of a subsidiary. See also In re Midland United Co., supra 
pow - where it is not clear on what basis the claimants’ petitions for allowances were 

enied. 

101 See In re Midland United Co., supra note 99. 

102 Jy re Philadelphia & Reading Coal & Iron Co., 61 F. Supp. 120 (E.D. Pa. 1945), 
See also In re Inland Gas Corp., 73 F. Supp. 785 (E.D. Ky. 1947). 
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CoNcLUSION 


Since the advent of chapter X, experience has proved that much of the 
criticism originally directed to the sections providing for participation in corpor- 
ate reorganization by the SEC was totally unwarranted.1°8 Though participation 
in judicial proceedings by an administrative agency as a party was a unique in- 
fringement on the traditional pattern of the judicial process, the SEC has, with 
some dissent, been well received by both courts and counsel. In general, its 
recommendations through advisory reports and appearances in the proceedings 
have been welcomed aids to the district judge in the performance of his statutory 
duties which require more study than he ordinarily is able to give to the highly 
complex and technical matters of reorganization. More important, this par- 
ticipation has proved beneficial to the debtor’s estate and in many instances has 
considerably increased the assets of the debtor. Through its expertise and com- 
plete disinterestedness, the SEC also has been instrumental in converting reorgani- 
zations from a “battle of wits, strategy, and endurance” to a factual analysis and 
study of all the problems of corporate finance and management involved in re- 
habilitating a debtor. 


Bernarp G. SEGATTO 


108 See, e.g., Pound, Trend of the New Laws, 9 INVESTMENT BANKING 24 (1938), 
where Dean Pound is of the opinion that the SEC’s participation will not stop the 
“brawls” of corporate reorganization but merely become another combatant. 








Recent Decisions 


CONFLICT OF LAWS—Counterinjunction Ordered To Protect Jurisdiction of 
Court. (Illinois) 


Plaintiff, administratrix of her husband’s estate and a resident of Michigan, 
brought an action in Illinois based on the Michigan wrongful death statute! for 
the death of her husband in that state. Defendant railroad secured from a Michi- 
gan court an injunction restraining plaintiff from proceeding with the Illinois 
action. Plaintiff’s supplementary complaint seeking an order enjoining defendant 
from enforcing the Michigan decree was dismissed by the trial court, and this 
ruling was affirmed by the appellate court.2, On appeal, held: Reversed and re- 
manded (three justices dissenting). Having first acquired jurisdiction of the 
action, Illinois is not required to recognize the sister state decree. A counter- 
injunction should issue to prevent the destruction of that jurisdiction by the 
Michigan court’s order. James v. Grand Trunk W.R.R., 14 Ill. 2d 356, 152 
N.E.2d 858 (1958), cert. denied, 27 U.S.L. Week 3186 (U.S. Dec. 15, 1958). 

The power of a state to enjoin a citizen from commencing or maintaining 
an action in a foreign jurisdiction is well recognized. The Illinois Supreme 
Court has stated that an injunction is proper if the threatened foreign suit will 
result in “fraud, gross wrong or oppression.” * Although, under this test, in- 
junctions have more often been denied than granted,® it has not been uncommon 
for Illinois courts to issue such injunctions to protect jurisdiction previously 
acquired.* Conversely, such orders have regularly been denied where the foreign 
court first obtained jurisdiction.7 

In the principal case, the Illinois court considered defendant’s Michigan 
injunction to have been based upon a venue statute ® of the latter state, con- 
fining wrongful death actions to the county wherein the accident occurred. 
Relying upon United States Supreme Court decisions® holding similar statutes 
not entitled to full faith and credit, the court felt justified in refusing recognition 
to a decree having the same ultimate effect. The majority reasoned that since 


1 Micu. Comp. Laws § 691.581 (1948). 

2Kahl v. Grand Trunk W.RR., 13 Ill. App. 2d 542, 142 N.E.2d 804 (1st Dist. 
1957). 

3 See, e.g., Cole v. Cunningham, 133 U.S. 107, 10 Sup. Cr. 269 (1890); Royal League 
v. Kavanaugh, 233 Ill. 183, 84 N.E. 178 (1908); 2 Srory, Equrry JurisprupDENCE § 1195 
(14th ed. 1918). 

* Royal League v. Kavanaugh, supra note 3. 

5 Typical Illinois decisions in this area include those denying injunctions where 
the sister state might grant a more generous recovery, Royal League v. Kavanaugh, 
supra note 3, or where the defendant might incur added inconvenience in defending 
the action. Mobile & O.R.R. v. Parrent, 260 Ill. App. 284 (4th Dist. 1931). Another 
leading Illinois case, Illinois Life Ins. Co. v. Prentiss, 277 Ill. 383, 115 N.E. 554 (1917), 
held an injunction unwarranted where the defendant might have had to defend under 
procedures different from those in its own state. The contention of the defendant was 
that, under Missouri law, it could be found liable by Jess than a unanimous jury verdict. 

6 Russell v. Russell, 329 Ill. App. 580, 70 N.E.2d 70 (1st Dist. 1946); Kahn v. Kahn, 
325 Ill. App. 137, 59 N.E.2d 874 (1st Dist. 1945). 

™ Cases cited note 5 supra; Wabash Ry v. Lindsey, 269 Ill. App. 152 (3d Dist. 1933). 
Cf. Allen vy. Chicago Great W.R.R., 239 Ill. App. 38 (1st Dist. 1923). 

8 Micn. Comp. Laws § 610.1 (1948). 

® Tennessee Coal, Iron & R.R. v. George, 233 U.S. 354, 34 Sup. Cr. 587 (1914); 
Atchison T. & S.F. Ry. v. Sowers, 213 U.S. 55, 29 Sup. Ct. 397 (1909). 
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the trial court had obtained jurisdiction of the case, it should be allowed to hear 
it to a conclusion. 

The refusal to recognize a sister state’s injunction was not without precedent. 
Although the problem has never been resolved by the United States Supreme 
Court, the vast majority of courts and writers which have considered this ques- 
tion have felt that an injunction restraining foreign litigation is not entitled to 
full faith and credit.!° The prevailing sentiment is that such a decree is governed 
only by the rules of comity.!! Therefore, any plaintiff willing to brave possible 
contempt citations is free to proceed with his action if the forum chooses to 
ignore the out-of-state decree. Manifest in this view is the thought that manda- 
tory recognition of such an order would enable one state to exert substantial 
control over the judicial processes of another. Constant reiteration of the 
statement that an equity decree acts only in personam, and therefore, not upon 
the courts,!? has not managed to dispel this feeling.1* 

The significance of the present case, however, lies in the fact that more 
than mere non-recognition was involved. Fearing that the punishment to which 
plaintiff might be subjected in her own state might induce her to dismiss the 
action, the Illinois court acted affirmatively in ordering defendant not to enforce 
its Michigan decree. The order was granted in the face of contentions that it 
violated full faith and credit,!4 and could give rise to a “preposterous duel of 
injunctions.” 15 Although the action might ultimately be dismissed under the 
doctrine of forum non conveniens, the trial court’s right to make that decision 
free from outside interference was vigorously defended by the supreme court.!7 

The only other authorities which have considered the propriety of a counter- 


10 F.g., Frye v. Chicago, R.I. & Pac. Ry., 157 Minn. 52, 195 N.W. 629 (1923), cert. 
denied, 263 US. 723, 44 Sup. Ct. 231 (1924); Kepner v. Cleveland, C., C. & St. L.R.R., 
322 Mo. 299, 15 S.W.2d 825, cert. denied, 280 US. 564, 50 Sup. Cr. 24 (1929); ResraTE- 
MENT, ConFLict oF Laws § 450, comment 5 (1934); Foster, Place of Trial in Civil 
Actions, 43 Harv. L. Rev. 1217 (1930); 37 Harv. L. Rev. 157 (1923). In the principal 
case, there was no disagreement among the justices on this point. 


11 This would be a natural sequitur if full faith and credit is not required. See 
Fisher v. Pacific Mut. Life Ins. Co., 112 Miss. 30, 72 So. 846 (1916); Messner, The 
Jurisdiction of a Court of Equity Over Persons to Compel the Doing of Acts Outside 
the Territorial Limits of the State, 14 Munn. L. Rev. 494 (1930); 31 Micu. L. Rev. 963 
(1933); note 10 supra. 


12 See, e.g., Cole v. Cunningham, 133 U.S. 107, 10 Sup. Cr. 269 (1890); Srory, 
Oop. cit. supra note 3. 


18 Representative of this sentiment is the language of Justice Bristow in the prin- 
cipal decision, where he asserted: “The Illinois court is not so barren of authority, nor 
so calcified in its reasoning, as to cower behind the equitable maximum that ‘equity 
acts in personam,’ and to parrot .. . that it is only the litigants and not the jurisdic- 
tion of this court that is being interfered with by the Michigan injunction.” James v. 
Grand Trunk W.R.R., 14 Ill. 2d 356, 371, 372, 152 N.E.2d 858, 867 (1958), cert. denied, 
27 U.S.L. Week 3186 (U.S. Dec. 15, 1958). 

14 Brief for Defendant, pp. 44-45, James v. Grand Trunk W. R.R., supra note 13. 

15 This was the warning voiced by the appellate court, Kahl v. Grand Trunk 
WRR., 13 Ill. App. 2d 542, 548, 142 N.E.2d 804, 807 (1st Dist. 1957), and reasserted by 
the dissent of Justice Schaefer in the principal case. James v. Grand Trunk W.R.R., 
supra note 13, at 375, 152 N.E.2d at 868 (dissenting opinion). 

16 See Cotton v. Louisville & N.R.R., 14 Ill. 2d 144, 152 N.E.2d 385 (1958). 

17In this regard, Justice Bristow declared: “We are entitled to recognize that 
their coercion destroys our jurisdiction, and unless we can protect the litigant from 
such coercion, it is idle to say that we can protect our jurisdiction.” James v. Grand 
Trunk W.R.R., supra note 13, at 372, 152 N.E.2d at 867. 
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injunction have reached divergent conclusions.1® Illinois chose to follow those 
granting the order, as more in accord with the policy established in earlier Illinois 
cases.1® The court was not deterred by the fact that the counterinjunction cases 
had stemmed from FELA litigation, since it saw no difference in principle 
whether state or federal rights were involved. 

The question whether the issuance of a counterinjunction is a denial of full 
faith and credit is not clear. As with the problem of non-recognition, the United 
States Supreme Court has yet to resolve the issue. One writer has argued that 
since the original decree restraining the foreign action represents an adjudication 
of certain equitable rights, that decree should be entitled to full faith and credit.?° 
Consequently, defendant railroad argued in the principal case that any positive 
action frustrating those rights infringed their constitutional guarantees, even if 
mere non-recognition of the Michigan decree did not.?! 

It is apparent that strong arguments are available to support either the 
issuance or denial of a counterinjunction. In spite of the persistent assertion 
that the Michigan injunction has only an in personam effect, it seems unrealistic 
to say that it has no effect on the jurisdiction of the Illinois court. With complete 
disregard to whatever action the Illinois court might take, the aim of the original 
injunction was to cause the action in Illinois to abate. A counterinjunction guards 
against this outside interference by restoring the parties to equal strength insofar 
as litigation on the merits is concerned, affording greater assurance that the 
substantive elements of the cause of action will determine the outcome of the 
case. On the other hand, it cannot be denied that the counterinjunction creates 
a direct conflict with the Michigan order, since it practically nullifies a decree 
based upon personal jurisdiction. The possibility of a succession of counter- 
injunctions, should each state stand upon its initial determination, is another 
factor conditioning the granting of the first counterinjunction. 

The impelling policies in favor of each position should foreclose the adoption 
of any rule binding a court to a single course of action in all cases. Injunctions 
against foreign litigation issue at the discretion of a court—their recognition 
should also be controlled by discretion.22. By the same reasoning, the factors 


18 Chicago, M. & St. P. Ry. v. Schendel, 292 Fed. 326 (8th Cir. 1923), and Peterson 
v. Chicago B. & Q. Ry., 187 Minn. 235, 244 N.W. 823 (1952), had both approved the 
issuance of a counterinjunction Contra, State ex rel. New York, C. & St. L.R.R. v. 
Nortoni, 331 Mo. 764, 55 S.W.2d 272 (1932). In Princess Lida v. Thompson, 305 U.S. 
456, 59 Sup. Ct. 72 (1939), a federal district court issued a counterinjunction against 
parties in a state court, but was ultimately held to lack jurisdiction in the proceedings. 

19 See cases cited notes 5-7 supra. 

2033 Yate L.J. 95 (1923). 

21 See note 14 supra. 

22“There is something obnoxious in the thought that a court must accept as con- 
clusive another’s determination that suit before it would be unfair.” Reese, Full Faith 
and Credit to Foreign Equity Decrees, 42 Iowa L. Rev. 183, 199 (1957). 

In Peck v. Jenness, 48 U.S. (7 How.) 612 (1849), a case considering issues dis- 
similar to those in the principal case, the Court generalized: “[W]here a court has 
jurisdiction, it has a right to decide every question which occurs in the cause, and 
. .. where the jurisdiction of a court, and the right of a plaintiff to prosecute his suit 
in it, have once attached, that right cannot be arrested or taken away by proceedings 
in another court. These rules have their foundation, not merely in comity, but on 
necessity. ... 

“The fact, therefore, that an injunction issues only to the parties before the court, 
and not to the court, is no evasion of the difficulties that are the necessary result of 
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governing the issuance of a counterinjunction should remain elastic enough to 
meet individual situations. Therefore, when a court is sufficiently convinced 
that any action short of granting a counterinjunction would be an abdication 
of duty, it should be free to act as the Illinois court has done in the present case. 


ALLAN J. RENICHE 


CONFLICT OF LAWS—Law of the Flag Held Inapplicable to Aircraft. 
(Federal) 


The petitioning labor union contested an arbitration board’s award recog- 
nizing the union as the bargaining agent for stewards and stewardesses on all 
respondent’s flights of domestic origin, but allowing respondent to bargain in- 
dependently with foreign nationals serving on flights between wholly foreign 
termini. Petitioner contended that the award deprived the union of its statutory 
right under the Railway Labor Act! to bargain for the entire class of flight 
service attendants. Respondent defended on the ground that the act had no 
extraterritorial effect. Petitioner maintained that no extraterritorial application 
of the act was required, since under the maritime doctrine of the law of the 
flag American aircraft are deemed to be part of the territory of the United 
States, and their crews therefore subject to the act’s domestic application. Held: 
Award affirmed. The maritime doctrine of the law of the flag is not applicable 
to aircraft, since air transportation has been held to be completely different 
from ocean-borne commerce. Air Line Stewards and Stewardesses Ass’n Inter- 
national v. Northwest Airlines, 162 F. Supp. 684 (D. Minn. 1958). 

In Air Line Dispatchers Ass’n v. National Mediation Bd.,? the Railway Labor 
Act was held not to apply to aircraft ground crews working on foreign soil, 
since Congress had shown no intent to give the act extraterritorial effect. Pe- 
titioner contended that this decision should not be extended to embrace flight 
crews aboard American aircraft, which crews are in effect working upon Ameri- 
can soil under the doctrine of the law of the flag. The court refused to dis- 
tinguish the Air Line Dispatchers case, and summarily dismissed the contention 
that the law of the flag doctrine was applicable by quoting some language from 
the Supreme Court’s decision in Chicago & So. Air Lines v. Waterman Corp 
This language was to the effect that the regulation of air commerce should not 
“be judicially circumscribed with analogies taken over from two-dimensional 
transit.” 4 The court evidently felt this statement applied to every case involving 
the regulation of aircraft, but when read with the rest of the decision from 
which this dictum was taken its applicability to the problem at hand is question- 
able. The holding of the quoted case was that the award of a certificate of con- 
venience and necessity to an airline was not judicially reviewable because the 
Civil Aeronautics Act provides that such awards are to become final only upon 


an attempt to exercise that power over a party who is a litigant in another and inde- 
pendent forum.” Id. at 624, 625. 


148 Strat. 1186 (1934), 45 U.S.C. § 152 (1952). The Railway Labor Act was made 
applicable to airlines by 49 Stat. 1189 (1936), 45 U.S.C. § 181 (1952). 


2189 F.2d 685 (D.C. Cir.), cert. denied, 342 U.S. 849, 72 Sup. Ct. 77 (1951). 
$333 U.S. 103, 68 Sup. Cr. 431 (1948). 
41d. at 108, 68 Sup. Ct. at 434. 
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presidential approval.5 Since this approval involves political matters and the 
executive discretion in foreign affairs, the Court denied its competence to re- 
view the case. From the fact that CAA awards were for this reason found not 
reviewable, the instant decision concluded that “our Supreme Court, with clarity 
and finality, treats air transportation as a type of commerce to be considered 
apart and distinguishable from foreign commerce by sea.” ® It is submitted that 
the extension of this conclusion to the instant situation is unwarranted since 
the holding in the Chicago & So. Air Lines case rests solely on the peculiar pro- 
visions of the CAA and not on any inherent dissimilarity between air and sea 
transportation.” 

Though there are few useful comparisons between land transportation and 
either air or sea commerce, certain similarities of the latter two suggest that 
many of the long-established rules of the sea may be aptly used as the basis for 
the development of a mature law of the air.8 Both here and in many of the 
maritime law of the flag cases the commerce is largely over international routes 
free of any sovereign’s jurisdiction, with intermittent contact at foreign shores. 
It is in such situations that most questions arise as to whether a particular 
country’s laws apply. There would seem to be no obvious objection to employ- 
ing the same doctrines where the problems involved are identical. 

It is submitted that the court in the instant case could have reached the 
same result without completely denying the applicability of the law of the 
flag doctrine to air transportation, since the doctrine apparently would not be 
applied to extend domestic legislation to a ship under similar circumstances. 
Though it has often been said that the law of the flag makes the vessel a part 
of the territory of the nation whose flag she flies, the metaphorical nature of 
this characterization has generally been recognized by American courts. For 
instance, the country of the flag has criminal jurisdiction over persons on board 
ship, but only on the high seas beyond all territorial jurisdiction or in a foreign 
port if the territorial sovereign does not choose to assert jurisdiction.® 

A similar approach has apparently governed the application of domestic 
legislation to ships. Both the Constitution and legislation thereunder have been 


552 Srav. 987, 1014 (1938), 54 Srat. 1235 (1940), 49 U.S.C. §§ 481, 601 (1952). 

6 162 F. Supp. at 688. 

™The Supreme Court’s dictum seems inapplicable on the further ground that no 
question of circumscribing the regulation of air transportation was presented; the 
issue in the present case involved the regulation of labor in that industry. 

8The Supreme Court’s distinction between the two, that one travels in three 
dimensions, does not seem material to the questions here involved. 

®The leading American case involving this doctrine is Wildenhus’ Case, 120 
US. 1, 7 Sup. Ct. 385 (1887). There a Belgian seaman killed another Belgian below 
decks on a Belgian ship tied up in Jersey City. Though a strict application of the law 
of the flag would have given jurisdiction over the offender to Belgium, the man was 
tried in an American court. The Supreme Court stated that it was only by comity and 
usage that the territorial sovereign abstained from asserting jurisdiction, and that when 
an occurrence contravened the peace of the port the right to take action was properly 
exercised by the local authorities. Though cases have held that the United States has 
admiralty jurisdiction over crimes committed on American vessels situated everywhere 
from a Congo River port 250 miles from the high seas, United States v. Flores, 289 U.S. 
137, 53 Sup. Cr. 580 (1933), to Canadian waters on the Detroit River in sight of the 
United States, United States v. Rodgers, 150 U.S. 249, 14 Sup. Cr. 109 (1893), these are 
always qualified by a statement that the territorial sovereign could have asserted con- 
current jurisdiction if it chose. 
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limited to strict territorial operation, with express rejection of the law of the 
flag doctrine. The constitutional guarantee of trial by jury has been held in- 
applicable where a crime was committed on board an American vessel in a 
foreign port and the trial was held by American authorities outside the physical 
limits of the United States.!° The case of Cunard S.S. Co. v. Mellon, decided 
under the eighteenth amendment and its complementary legislation, refused to 
allow foreign ships to bring liquor into American territorial waters, but at the 
same time upheld the right of American ships to carry it while overseas. The 
alien contract laborer laws were held inapplicable where an alien was hired to 
work on ships of American registry since he was not hired to work “in this 
country.” 12 A literal application of the law of the flag in any of the above 
cases would have made the enactments in question operative on shipboard. 
Since the doctrine is not so applied, there would seem no reason for extending 
this legislation to cover American aircraft and their crews even though they 
were included within the scope of the doctrine. 

Thus, by using the means here employed to prevent the extraterritorial 
extension of the legislation in question, the court may have unnecessarily struck 
down a potentially useful doctrine. By denying that the law of the flag applies 
to aircraft, the court seems likewise to be denying American jurisdiction over 
its own aircraft when they are in flight over international waters, and raising 
serious questions as to any other powers of the nation over such craft that might 
be found by analogy to maritime doctrines. Though it is not believed that such 
effects were considered or intended, the implications of the decision could make 
it an embarrassing precedent in many not unlikely future situations. 


C. Ricnarp Gruny 


DISCOVERY — Prior Earnings Not Privileged From Pre-Trial Discovery. 
(Federal) 


In a personal injury action, plaintiffs sought to recover for loss of earnings 
resulting from inability to work and to carry on a business. Pursuant to Rule 
33 of the Federal Rules of Civil Procedure,! defendant served interrogatories 
upon the plaintiffs, requesting them to reveal the amount of their incomes for 
the years 1954 through 1957. Plaintiffs moved to strike the intrerogatories, con- 
tending that the information sought had been filed with the Internal Revenue 
Bureau and was therefore privileged under section 6103 of the Internal Revenue 
Code.2, Held: When a party places his income in issue, the amount of his 
annual income is a proper subject for inquiry by interrogatories under Rule 33, 
even though the information requested may be contained in a federal income 
tax return. Star v. Rogalny, 22 F.R.D. 256 (E.D. Ill. 1958). 


10 Re Ross, 140 U.S. 453, 11 Sup. Ct. 897 (1891). 

11 262 U.S. 100, 43 Sup. Cr. 504 (1923). 

12 Scharrenberg v. Dollar S.S. Co., 245 U.S. 122, 38 Sup. Ct. 28 (1917). 

1Fep. R. Civ. P. 33. Hereinafter, references in the text to Rules will refer to the 
Federal Rules of Civil Procedure. 

2Int. Rev. Cope or 1954, § 6103(a)(2). Hereinafter, all references in the text to 
Code provisions will refer to provisions of the Internal Revenue Code of 1954 unless 
indicated to the contrary. 
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When income, or the loss thereof, is in issue, the desirability of allowing 
the party opponent access to the taxpayer-party’s tax return is apparent, for 
the statements contained in the return are relevant admissions of the taxpayer 
which offer a rapid means of ascertaining the actual income he received in any 
given year. Notwithstanding this fact, the courts have for a number of years 
had difficulty in deciding whether a party seeking to recover for an alleged 
loss of income can be compelled to produce his return. This indecision has 
been caused by section 6103 of the Internal Revenue Code and subsequent 
treasury decisions,? which have in general limited the disclosure of tax returns 
in the hands of the government to the various governmental agencies which 
have a legitimate interest in them and to the person filing the return or his duly 
constituted attorney in fact.4 These provisions have given rise to a contention 
that an income tax return and the materials contained therein are absolutely 
privileged against disclosure.® 

On the question of whether the returns themselves are privileged, the au- 
thorities are divided,® although the tendency is to hold that they are not privi- 
leged once the party filing the return has placed his income in issue.? Thus, in 
Kingsley v. Delaware Lackawanna and Western Ry. Co.,8 the defendant sought 
by pre-trial discovery pursuant to Rule 34 to have the plaintiff produce copies 
of his federal income tax return for examination and copying. Plaintiff, who 
was seeking to recover for loss of income allegedly incurred by reason of de- 
fendants’ negligence, objected on the ground that the returns were privileged 
from discovery. The district court overruled the objection, holding that the 
purpose of section 6103 of the Internal Revenue Code was to prevent wholesale 
disclosure of confidential information to persons having no legitimate interest 
in it. but that once a party to litigation had put his income in issue, he could 
no longer claim that his return or the information contained therein was con- 
fidential.® Further, noted the court, if plaintiff no longer had copies of the re- 


3 T.D. 4929, § 463 c. 2, 1939-2 Cum. BuLL. 91 (amended by T. D. 5019, 1940-2 Cum. 
Butt. 95); Rev. Rul. 229, 1953-2 Cum. Butt. 152. 

*For an excellent discussion of the general problem of privilege in regard to 
governmental documents, see Mitchell, Government Secrecy In Theory and Practice, 
58 Cotum. L. Rev. 199 (1958); Note, 58 Yate L.J. 993 (1949). It should be noted that 
while most governmental privileges are created, at least ostensibly, to protect the public 
interest, any protection created by section 6103 of the Code is clearly for the purpose 
of protecting individual taxpayers from a wholesale disclosure of a matter which is 
personal to them. See text accompanying note 9 infra. Thus, in deciding whether sec- 
tion 6103 creates an absolute privilege, the courts are faced with vastly different con- 
siderations than when governmental privilege against disclosure is asserted on grounds 
of national security. 

5 There is no common-law privilege protecting parties against disclosure of in- 
formation contained in reports which they are required by law to file. Privilege from 
disclosure of information contained in compulsory reports must, therefore, arise from 
a statutory provision. 8 Wigmore, EvipeNce § 2377 (3d ed. 1940). 

6 See Baim & Blank, Inc. v. Bruno-New York, Inc., 17 F.R.D. 346, 348 n.1 (S.D. 
N.Y. 1955). 

™The overwhelming majority of ... [the cases] allow a petitioning party to see 
his adversary’s income tax returns. .. .” Karlsson v. Wolfson, 18 F.R.D. 474, 476 (D. 
Minn. 1956) (personal injury suit in which plaintiff alleged loss of income). To the 
same effect, see BARRON & HoLtTzorr, FEDERAL PRACTICE AND PRocEDURE § 798 (1950). 


§20 F.R.D. 156 (S.D.N.Y. 1957). 
®A more difficult problem is presented when a party other than the taxpayer-party 
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turns requested, he could be compelled to obtain additional copies from the 
Government at defendant’s expense. 

The district court’s interpretation of Code section 6103 in Kingsley is the 
view generally adopted by courts adhering to the no privilege rule and is one 
which does not seemingly violate the legislative intent. This latter assertion is 
evidenced by the fact that nowhere in the section itself is any reference made to a 
privilege. Rather, the section provides that tax returns “shall constitute public 
records and shall be open to public examination and inspection to such extent 
as shall be authorized in rules and regulations promulgated by the President.” 1° 
It is only by reason of treasury decisions approved by the President! that 
examination of returns is limited to the persons filing the returns and their duly 
authorized attorneys in fact.12 By vesting in the President a regulatory power, 
Congress clearly contemplated that some control over access to tax returns was 
necessary, but the statutory declaration that the returns are “public records and 
shall be open to public examination” clearly refutes any contention that Congress 
intended the returns to be treated as privileged matter. 

Nor would there appear to be any valid reason for construing the foregoing 
section as creating a privilege. The fact that a taxpayer may be sensitive about 
having his return exposed to public scrutiny is hardly a compelling reason, 
particularly when, as here, it is the taxpayer himself who has placed his income 
in issue.!3 It may be argued that exposure of a return in private litigation may 
tend to encourage taxpayers to file false returns and that a privilege interpreta- 
tion is justified to prevent this evil. Such an argument, however, is at best 
tenuous, for it is questionable if many taxpayers filing returns have ever con- 
sidered the possibility that their returns may be used against them in some future 
litigation. Nevertheless, if Congress feels that this is a legitimate ground for 
cloaking taxpayers with a privilege, it may easily do so by expressly providing 
for the privilege. In the absence of such a clear expression of congressional in- 
tent, however, it would seem that the use of liberal discovery procedures to 
obtain prompt and just settlements of disputes should not be thwarted by a 
rigid construction of section 6103 of the Code.!4 

That both Congress and the tax commissioner have tacitly acquiesced in 
the no privilege interpretation is readily apparent. Congressional acquiescence 
is evidenced by the fact that Congress re-enacted section 6103 of the Code in 
substantially the same form as its predecessor,!® section 55 of the Internal 


attempts to place the taxpayer-party’s income in issue, for here there is no waiver of the 
confidential character of the return by the taxpayer. But see Mullen v. Mullen, 14 
F.R.D. 142 (D. Alaska 1953), which involved a shareholders’ suit against a stock trustee. 
The shareholders apparently placed the trustee’s personal income in issue and it was 
held that the shareholders could compel the trustee to produce copies of his returns. 

10 Int. Rev. Cope or 1954, § 6103(a) (2). (Emphasis added.) 

11'T.D. 4929, § 463 c. 2, 1939-2 Cum. Bu. 91 (amended by T.D. 5019, 1940-2 Cum. 
Buty. 95); Rev. Rul. 229, 1953-2 Cum. But. 152. 

12Tt should be noted that certain other persons, such as state officers, are authorized 
by statute or treasury decisions to inspect tax returns. See, e.g., Int. Rev. Cope or 1954, 
§§ 6103 (b),(c),(d); Rev. Rul. 229, 1953-2 Cum. But. 152. 

13 Even constitutional privileges, such as the privilege against self incrimination, can 
be waived, CLEARY, HANDBOOK oF ILLINOIS EviDENCE § 4.4 (1956). 

14“The courts often say that privileges, since they curtain the truth from disclosure, 
should be strictly construed.” McCormick, Evipence § 81 (1954). 

15“This section . . . contains no material change from existing law.” S. Rep. No. 
1622, 83d Cong., 2d Sess. 569 (1954) (Senate committee report on § 6103). 
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Revenue Code of 1939,16 even though a number of state and federal courts had 
construed section 55 as creating no privilege.!7 The commissioner’s acquiescence 
can be gleaned from a recent treasury release in which it is provided that while 
treasury employees will not be permitted to testify in private litigation concern- 
ing tax matters, “certified copies of returns . .. which may serve a useful purpose 
in litigation may be obtained by certain interested parties” who are permitted 
by law to procure them.!8 

Nothwithstanding the generally accepted view that tax returns are subject 
to discovery under Rule 34,19 the defendant in the instant case apparently sought 
to avoid all involvement in the knotty problem by proceeding under Rule 33 
and merely requesting the plaintiffs to answer interrogatories regarding their 
income during the year of the alleged injuries and for several succeeding years.?° 
Under such circumstances, plaintiffs’ objection on the ground of privilege is 
necessarily untenable for if the returns are not generally considered to be privi- 
leged, a fortiori the information contained therein is not privileged. Furthermore, 
even if section 6103 is interpreted as creating a privilege, it would not neces- 
sarily follow that the information contained therein was privileged if it could 
be procured from another source, for the statute attempts to regulate only access 
to returns in the hands of the Government. 

In view of the fact that liberal discovery procedures are provided for in the 
Federal Rules to facilitate the prompt and just settlements of disputes,?? the result 


16 Int. Rev. Code of 1939, § 55(a) (2), 53 Srat. 29 (1939), as amended. 

17 See, e.g., Nola Electric v. Reilly, 11 F.R.D. 103 (S.D.N.Y. 1950), cert. denied, 340 
USS. 951, 71 Sup. Ct. 570 (1951); Reeves v. Pennsylvania Ry., 80 F. Supp. 107 (D. Del. 
1948); Connecticut Importing Co. v. Continental Distilling Corp., 1 F.R.D. 190 (D. 
Conn. 1940). For a discussion of the significance of legislative action following judicial 
interpretation, see Shapiro v. United States, 335 U.S. 1, 68 Sup. Ct. 1375 (1947). 

18 Rey. Proc. 57-25, 1957-2 Cum. BuLt. 1092. To the same effect, see T.D. 4945, 
§ 463 D. 4, 1939-2 Cum. BuL-. 97. 

19“The law is well-settled that income tax returns are not privileged from dis- 
covery and production under Rule 34.” Konczakowski v. Paramount Pictures, 19 F.R.D. 
361 (S.D.N.Y. 1956). 

20 Among the questions asked by defendant in his interrogatory were the follow- 
ing: 

Q. 1. “What was your gross income for the year 1954?” 

Q. 6. “What does that copy of your income tax return for the year 1954 show 

as gross income?” 

From the reported decision it is not clear whether plaintiff was objecting to 
question 1 or question 6 or both. Presumably plaintiff objected to both questions, since 
little apparent advantage would be gained if question 6 was stricken and plaintiff was 
required to answer question 1. 

21 “Tf the plaintiff had a complete set of books and records which showed the 
figures that went into his returns, no one would say that he could not be ordered to 
produce them. The same information does not . . . become any less obtainable just 
because the plaintiff has written it down on a government form.” Tollefsen v. Phillips, 
16 F.R.D. 348, 349 (D. Mass. 1954) (After plaintiff has placed his income in issue, de- 
fendant can compel plaintiff, under Rule 34, to produce his returns for examination and 
copying.). 

22“The purpose of Rules 26 to 37 is to liberalize greatly the scope of permissible 
examination by depositions for purpose of effecting just, speedy, and inexpensive 
termination of every action.” Barron & Hoxtzorr, 2 FEDERAL PRacTICE AND PROCEDURE 
§ 641 n.14 (1950). For a leading case on the interpretation of federal discovery rules, 
see Hickman v. Taylor, 329 U.S. 495, 67 Sup. Ct. 385 (1947). 
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reached in the instant decision would seem to be warranted. In ruling that the 
information requested was relevant and not privileged it would appear that the 
court has correctly applied section 33 of the Federal Rules of Civil Procedure 
and properly construed section 6103 of the Internal Revenue Code. 


LEONELLE H. Garss 


INTOXICATING LIQUORS—Insurance Company Subrogated to Insured’s 
Right of Action Under Illinois Dram Shop Act. (Illinois) 


Two recent Illinois Appellate Court decisions considered the availability of 
an action under the Dram Shop Act to an insurer of one whose property had 
been damaged by an intoxicated person. In one of these cases, the insurance was 
against property damage to a building,’ while in the other, automobile collision 
insurance was involved.? In each, the insurer indemnified the injured party and 
sought to be subrogated to the insured’s dram shop action. Both courts allowed 
the suits, finding no reason why the general rule which allows subrogation to 
insurers should not be applied to dram shop actions. Standard Industries v. 
Thompson, 19 Ill. App. 2d 319, 152 N.E.2d 500 (1st Dist. 1958); Dworak v. 
Tempel, 18 Ill. App. 2d 225, 152 N.E.2d 197 (3d Dist. 1958). 

The Illinois Dram Shop Act created a cause of action for various injuries 
attributable to intoxication.’ If an intoxicated person has inflicted direct injury 
to another’s person, property, or means of support, the injured party may re- 
cover from any tavern operator who contributed to the intoxication. Conse- 
quential injury is also compensable under the act, but only to means of support.* 
Since the party thus injured will frequently be insured and therefore indemnified 
under the insurance contract, the problem arises regarding the availability of a 
dram shop action to the insurer. 

The argument has been advanced that the insurer should have a direct right 
of action under the Dram Shop Act since, in indemnifying the insured for his 
injury, the insurer has suffered an injury to its property.5 This theory would 
seem to be foreclosed by the present act since the injury to the insurer’s property 
cannot be said to have been caused by the intoxicated person in the direct and 
physical sense in which the Act has been construed,® and since the statute allows 
the so-called “in consequence” actions only for injuries to means of support.? 


1 Standard Industries v. Thompson, 19 Ill. App. 2d 319, 152 N.E.2d 500 (1st Dist. 
1958) (intoxicated driver negligently crashed into insured building). 

2Dworak v. Tempel, 18 Ill. App. 2d 225, —— N.E.2d —— (3d Dist. 1958) 
(intoxicated driver negligently collided with insured car). 

3 For a complete survey of this statute and its judicial interpretation, see Symposium, 
Actions Under the Illinois Dram Shop Act, 1958 U. Inv. LF. 175. 

4“Fvery person, who shall be injured, in person or property by any intoxicated 
person, shall have a right of action. . . . An action shall lie for injuries to means of 
support, caused by an intoxicated person, or in consequence of the intoxication . . . of 
any person.” Iti. Rev. Stat. c. 43, § 135 (1957). 

5Fager v. Nathan, 14 Ill. App. 2d 418, 144 N.E.2d 629 (2d Dist. 1957); New 
Amsterdam Cas. Co. v. Gerin, 9 Ill. App. 2d 545, 133 N.E.2d 723 (3d Dist. 1956); 
Economy Auto Ins. Co. v. Brown, 334 Ill. App. 579, 79 N.E.2d 854 (2d Dist. 1948). 
This argument was rejected in each case. See also McDaniel v. Crapo, 326 Mich. 555, 
40 N.W.2d 724 (1950) (dicta). 

® See Moran, Theories of Liability, 1958 U. It. L.F. 191, 198. 


T Supra note 3. 
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Another theory of recovery, which was accepted by the courts in the principal 
cases, is that the indemnifying insurer is entitled, under the doctrine of subroga- 
tion, to maintain the insured’s right of action against the tavern operator. 

Prior Illinois decisions in this area have been uniformly opposed to the 
availability of a dram shop action to the insurer. In Economy Auto Ins. Co. v. 
Brown,® unlike the instant cases, plaintiff was the liability insurer of the in- 
toxicated tortfeasor. In addition to denying plaintiff a cause of action in its own 
right, the court held that there could be no action by subrogation since the in- 
sured himself would have had no right of recovery under the Dram Shop Act. 
In reaching this result, however, the court stated: “It is not conceivable to this 
court... just how the ‘mischief of intoxication is suppressed’ and the broad 
purposes of the statute are promoted by permitting an insurance carrier, which 
has made payments under its liability policy, and thereby merely fulfilled its 
undertaking, to shift its business risks to the dram shop keepers.” 9 Considering 
the facts of the Economy case, this language seems unnecessarily broad in that 
it would appear to preclude recovery by an insurer under the Dram Shop Act 
in any case. In subsequent Illinois decisions, equally broad language was employed 
although in each case, as in the Economy case, the doctrine of subrogation was 
rather clearly inapplicable.1° Notwithstanding the correctness of these results, 
it is submitted that the courts misconceived the nature of subrogation and its 
underlying policies in view of the rationale stated in the opinions.!! 

The applicability of the doctrine of subrogation to insurance in general pre- 
supposes that the insurance is indemnificatory in nature and, of course, that the 
insured has a right of recovery against a third party for the loss indemnified.!2 
Under indemnity insurance, as exemplified by fire insurance and liability insur- 


8 Supra note 5. 

® Supra note 5, at 589, 79 N.E.2d at 858. 

10In New Amsterdam Cas. Co. v. Gerin, supra note 5, a dram shop action was 
denied to a hotel’s insurer which had paid property damage claims of guests arising 
out of a fire tortiously started by an inebriate. The court found that negligence of the 
hotel had been the proximate cause of the loss so that it had no right of action to which 
the insurer could be subrogated. In Dillon v. Nathan, 10 Ill. App. 2d 289, 135 N.E.2d 
136 (2d Dist. 1956), and Eager v. Nathan, supra note 5, the workmen’s compensation 
insurer of an employer had compensated the family of an employee who had been 
killed by an intoxicated person. The insurer’s claim of subrogation to the employer’s 
action against a third-party tortfeasor was denied on the basis of the language in the 
Workmen’s Compensation Act. The common-law subrogation theory was rejected 
because it had not been raised in the trial court. 

11Tn one of the instant decisions, the court stated: 

“Quite often general language is used in an opinion which at the moment is not 
considered in its far reaching aspect to other possible sets of facts. 

“From an examination of the factual situations existing in each of these decisions 
[referring to Economy Auto Ins. Co. v. Brown, 334 Ill. App. 579, 79 N.E.2d 854 (2d 
Dist. 1948); New Amsterdam Cas. Co. v. Gerin, 9 Ill. App. 2d 545, 133 N.E.2d 723 
(3d Dist. 1956); and Eager v. Nathan, 14 Ill. App. 2d 418, 144 N.E.2d 619 (2d Dist. 
1957)] it cannot be said that the courts were undertaking to foreclose the possibility 
of subrogation in all instances, although there may be general language to the contrary. 
Rather there is an indication in each opinion that given a proper set of facts, the prin- 
ciples of subrogation might be properly applied.” Dworak v. Tempei, 18 Ill. App. 2d 
225, 235, 152 N.E.2d 197, 202 (3d Dist. 1958). 

12 See St. Louis, ILM. & S. Ry. v. Commercial Union Ins. Co., 139 U.S. 223, 11 Sup. 
Cr. 554 (1890). 
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ance, the insurer undertakes to compensate the insured only for the actual loss 
suffered. Under other types of insurance, such as life and accident insurance, the 
insurer undertakes to pay a stipulated amount upon the happening of a stated 
contingency without regard to the actual monetary loss suffered.13 In the case 
of indemnity insurance, if subrogation is not allowed, the insured may obtain a 
double recovery for his injury and the insurer will bear a loss for which the 
tortfeasor was responsible.'4 In order to avoid this result, the doctrine of sub- 
rogation effects a transfer, as a matter of law, of the cause of action from the in- 
sured to the insurer.15 

No reason is apparent why the principle of subrogation should not be applied 
to allow a dram shop action by an insurer in a proper case.!® In the instant cases, 
for example, the insurers presumably could have been subrogated to tort actions 
against the negligent drivers.!7 By means of the Dram Shop Act, an alternative 
source of recovery has been created for one who is injured by an intoxicated 
tortfeasor.18 Since the doctrine of subrogation affects only the rights of the 
injured party and his insurer, it would seem that the result ought to be the 
same under each remedy. 

When the policy behind the doctrine of subrogation is considered, its 
appropriateness to a dram shop action would seem apparent. Not only is the 
possibility of double recovery by the insured precluded, but the incidence of the 
loss will be sure to fall on the seller of liquor, whom the legislature has decreed 
responsible for the injuries resulting from intoxication. Considering the prac- 
tical necessity of carrying dram shop insurance, this result may well tend to 
promote some degree of caution on the part of tavern operators so that they will 
be acceptable risks to their insurers.® 


The decisions in the instant cases have clearly extended the coverage of the 
Illinois Dram Shop Act. They should not, however, be viewed as being in con- 
flict with prior holdings or as being the only exceptions to a general rule denying 
the subrogation of insurers to dram shop actions. It is submitted that the rule 


13 See generally VANcE, INSURANCE 668 (2d ed. 1930). 
14“The wisdom of the rule [allowing subrogation to an indemnifying insurer] is 
apparent. To permit the insured to receive payment from both the wrongdoer and the 
insurer would be to give him double compensation for his loss. The wrongdoer cannot 
be permitted to shield himself on the theory that the loss is covered by insurance, for 
the contract of insurance was not made for his benefit. Manifestly it would be unjust 
to compel the insurer to suffer the consequences of the wrongful act of another.” Auto 
Owners’ Protective Exchange v. Edwards, 82 Ind. App. 558, 563, 136 N.E. 577, 579 (1924). 
15 Phoenix Ins. Co. v. Erie Transportation Co., 117 U.S. 312, 6 Sup. Ct. 750 (1885). 

16 The Michigan court allowed recovery under the Michigan Dram Shop Act to 
an insurer on a similar theory. McDaniel v. Crapo, 326 Mich. 555, 40 N.W.2d 724 
(1950). 

17 See Patitucci v. Gerhardt, 206 Wis. 358, 240 N.W. 385 (1932). 

18 Manthei v. Heimerdinger, 332 Ill. App. 335, 75 N.E.2d 132 (2d Dist. 1947). 

19 This was emphasized by one of the instant courts when it stated: “The original 
concept of discipline applied on the operator and owner directly by the Act has given 
way to an indirect discipline. An operator who has been, or may probably be, in- 
discriminate in selling liquor and an owner, careless about leasing his premises for 
tavern use, are poor insurance risks and without insurance the risks of the liquor trade 
under the Act are too great. Thus the fear of losing insurance or failing to obtain in- 
surance is a substantial motive for careful operation and leasing.” Standard Industries 
v. Thompson, 19 Ill. App. 2d 319, 326, 152 N.E.2d 500, 504 (1st Dist. 1958). 
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should be that an insurer will be subrogated to a dram shop action accruing to its 
insured if the insurance contract is indemnificatory in nature. Such a rule has 


the sanction of both law and policy. 
Tuomas E. Cuitcotr 


JOINT TENANCY—Right of Survivorship Held Not To Attach to Proceeds 
From Executed Sale of Property Held in Joint Tenancy. (Illinois) 


Respondent and her husband sold real property which they held in joint 
tenancy, placing the proceeds in a safety-deposit box. Upon the husband’s 
death the Illinois Public Aid Commission, finding his assets insufficient to satisfy 
a claim for old age assistance furnished, filed a petition to discover assets on the 
theory that one-half of the currency in the safety-deposit box was a part of the 
estate. Respondent successfully resisted the petition in the county and circuit 
courts on the grounds that the currency had been held in joint tenancy and, 
as survivor, she was entitled to the entire sum. On appeal, held: Reversed. The 
right of survivorship does not attach to the proceeds from an executed sale of 
real property held in joint tenancy.! Illinois Public Aid Commission v. Stille, 
14 Ill. 2d 344, 153 N.E.2d 59 (1958). 

The instant case is the third in a series of Illinois decisions concerning the 
existence of survivorship with respect to the proceeds from the sale of real 
estate held in joint tenancy where all tenants joined in the sale. If the mutual 
contract of sale is held to effect a severance of the joint tenancy, the vendors 
become entitled to the proceeds merely as tenants in common, the survivor re- 
ceiving only his undivided share. If sale does not effect a severance, then 
the survivor is entitled to the entire proceeds.” 

Both of the previous cases involved an executory contracc with the con- 
sideration not fully paid. The majority of jurisdictions which have considered 
this problem have held that the making of such contract does not sever the 
joint tenancy and the survivor is entitled to the entire unpaid consideration? 
Courts reaching the contrary conclusion have utilized the theory of the “four 
unities” 4 and the doctrine of equitable conversion.5 


1The court held the safety-deposit box rental contract was not an instrument in 
writing sufficient to satisfy the statutory requirement for the creation of estates with 
the right of survivorship, citing Jn re Wilson, 404 Ill. 207, 88 N.E.2d 662 (1949). 

2 For a complete discussion of the severance of joint tenancies in Illinois, see Mann, 
Joint Tenancies Today, 1956 U. Itt. L.F. 48, 65. 

3 In re Kessler, 217 Cal. 32, 17 P.2d 117 (1933) (interest paid on joint tenancy note 
is subject to survivorship); Kent v. O’Neil, 53 So. 2d 779 (Fla. 1951) (executory con- 
tract to sell land held by the entirety); Childs v. Childs, 293 Mass. 67, 199 N.E. 383 
(1936); Detroit & Security Trust Co. v. Kramer, 247 Mich. 468, 226 N.W. 234 (1929) 
(entirety); In the Matter of DeWitt, 202 Misc. 167, 114 N.Y.S.2d 81 (Surr. Cr. 1952); 
In re Bramberry’s Estate, 156 Pa. 628, 27 Atl. 405 (1893) (entirety); Simon v. Chartier, 
250 Wis. 642, 27 N.W.2d 752 (1947). An estate by the entirety is “essentially a form 
of joint tenancy, modified by the common-law theory that husband and wife are one 
person.” 2 Tirrany, Reat Property § 430 (3d ed. 1939). The Illinois Supreme Court 
makes no distinction in citing cases of tenancy by the entirety as authority in the 
instant case. Illinois Public Aid Comm’n v. Stille, 14 Ill. 2d 344, 350, 153 N.W.2d 59, 
62 (1958). 

Buford v. Dahlke, 158 Neb. 37, 62 N.W.2d 252 (1954). 

5 In re Baker’s Estate, 247 Iowa 1380, 78 N.W.2d 863 (1956); In re Sprague’s Estate, 
244 Iowa 540, 57 N.W.2d 212 (1953); Buford v. Dahlke, supra note 4. 
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Blackstone formulated the classic statement of the “four unities” rule when 
he stated: 


“The properties of a joint estate are derived from its unity, which is four 

fold: the unity of interest, the unity of title, the unity of time, and the unity 

of possession; or, in other words, joint tenants have one and the same inter- 

est, accruing at one and the same time, and held by one and the same un- 

divided possession.” ® 
In effect the only requirement of the unities rule is equality of status among the 
joint tenants.?7 Thus, where all joint tenants join in a contract to sell, their re- 
lationship with respect to the property seems unaltered and the unities concept 
should not create a severance.’ It is worthy of note that none of the Illinois 
decisions in this area employ the “four unities.” This apparent disapproval of 
the unities test is laudable ® since the terms used are broadly defined and thus 
difficult to apply consistently.1° 

Under the equitable conversion doctrine the legal title held by the vendor 
as security for the purchase price is treated as personal property and the vendee’s 
interest as real property, since equity will compel specific performance. A 
few courts have held that conversion of the joint tenants’ interest into per- 
sonalty works a severance of the joint tenancy.!? It is not apparent why this 
result should obtain since personal property can also be held in joint tenancy. 
The first of the Illinois decisions in this area, In re Jogminas,'* held that 

where all joint tenants enter into a contract to sell the property, the survivor is 
entitled to the entire unpaid consideration. The court stated cryptically, in an 
opinion so meager as to be characterized by the present court as “unsatisfactory,” 
that “the doctrine of equitable conversion does not apply.”14 Watson v. 
Watson 5 reached the same conclusion, but again failed to present compelling 
reasons for such a result, simply denying the applicability of equitable conversion. 
The principal case 1 supplies the missing rationale of these decisions by means 
of a lengthy dictum, reasoning that if an executory contract to sell, accomplished 
by all joint tenants, is held to sever the joint tenancy, the security interest in the 


62 BLACKSTONE, COMMENTARIES *180. “This analysis has perhaps attracted attention 
rather by reason of its captivating appearance of symmetry and exactness, than by 
reason of its practical utility.” CHatiis, REAL Property 367 (3d ed. Sweet 1911). 

72 AMERICAN Law oF Property § 6.1 (Casner ed. 1952). 

8 Note, 41 Cornety L.Q. 154 (1955). 

® The failure to employ the unities test in the instant case seems significant in that 
plaintiff-appellant’s argument was predicated upon this concept. Brief for Appellant, 
pp. 7-8. 

10For an example of the difficulty of applying the four unities, compare Buford 
v. Dahlke, 158 Neb. 37, 62 N.W.2d 252 (1954), with Swenson and Degnan, Severance 
of Joint Tenancies, 38 Munn. L. REv. 466, 479 (1954). For a criticism of the unities test, 
see Swenson and Degnan, supra at 503. 

11 McCuintock, Equity § 106, at 286 (2d ed. 1948). 

12 Cases cited note 5 supra. 

13 246 Ill. App. 518 (1st Dist. 1927) (contract for deed with the provision that the 
purchase price be paid in installments). 

14 Jd. at 520. 

15 5 Jll.2d 526, 126 N.E.2d 220 (1955). 

16The instant case represents an exceptionally well-documented opinion, citing 
virtually every significant decision and article on the point in question. 
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title must then be held in common and the vendee must get deeds both from the 
surviving tenant and from the heirs, administrator, creditors, or beneficiaries of 
the deceased tenant. Since many existing titles are based on conveyances exe- 
cuted solely by a surviving grantor-joint tenant, a holding that the tenancy was 
severed would cast considerable suspicion on their validity.17 Thus, in Illinois, 
as in the majority of jurisdictions which have considered the problem, where 
the contract remains executory the right of survivorship attaches to the unpaid 
proceeds. 

The instant case is the first Illinois decision to consider the question of sur- 
vivorship where the entire purchase price of joint tenancy real estate has been 
received before the death of one tenant. It can be argued that no distinction 
should exist between the unpaid portion of the purchase price which, under 
the Watson case, is subject to the right of survivorship, and the proceeds of 
a fully executed contract.!8 The conclusion has been reached in other jurisdic- 
tions which have held that the proceeds retain ad infinitum the characteristics 
of the property from which they were acquired.!® 

The present court, failing to distinguish the Watson case on a conceptual 
basis, reasoned that undesirable practical difficulties would result from an ex- 
tension of the Watson rationale since a holding that the proceeds retain the inci- 
dent of survivorship would, for consistency, require a further holding that re- 
invested proceeds are also held in joint tenancy, creating complex problems of 
tracing. The court recognized that the California courts have applied the rule 
only in the absence of contrary agreement and that such an agreement might 
be implied by the manner in which the parties deal with the funds. Even thus 
qualified, it was felt the California rule would “promote grounds for contro- 
versy over the proceeds of sales of numerous parcels of joint tenancy real 
estate.” 29 While no hypothetical situations exemplifying such a controversy 
were presented, the multiplicity of real estate transactions and a realistic recogni- 
tion of human frailties suggest that the expressed fears are not without foundation. 

Thus, instead of adopting the California view that a joint tenancy was 
created in the absence of agreement to the contrary, the Illinois court held that 


17Tt has been suggested that this result could be obviated by holding that the legal 
title is held in joint tenancy while the proceeds are held in common. Swenson and 
Degnan, supra note 10, at 479. Note, 32 Iowa L. Rev. 539 (1947). 

18 The court recognized that this view is supported in ILL. Rev. Srat. c. 76, § 2(d) 
(1957), which transfers the right of survivorship to the award for joint tenancy property 
taken by eminent domain. 

19 Fish v. Security-First Nat. Bank, 31 Cal. 2d 378, 189 P.2d 10 (1948) (funds re- 
ceived in payment of joint tenancy note retained characteristics of property from 
which acquired and could be retained or, in dictum, reinvested by either joint tenant 
without destroying the joint tenancy incident of survivorship); Bliss v. Martin, 74 Cal. 
App. 2d 500, 169 P.2d 61 (1946) (property purchased with money from joint tenancy 
account is held in joint tenancy with survivorship); Dodson v. National Title Ins. Co., 
31 So. 2d 402 (Fla. 1947) (dictum). 

20 Tllinois Public Aid Comm’n v. Stille, 14 Ill. 2d 344, 353 153 N.E.2d 59, 63 (1958). 
It is significant that both the Watson decision and the rationale of the instant case are 
predicated on a practical rather than a conceptual basis. Such an approach seems par- 
ticularly well adapted to the field of property law in which, because of the many com- 
plex transactions possible, a decision failing to consider the practicalities can create a 
myriad of future difficulties. For another recent Illinois decision utilizing this technique, 
see Gould v. Stelter, 14 Ill. 2d 376, 152 N.E.2d 869 (1958). 
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the joint tenancy was severed in the absence of such agreement.?! This result 
seems in keeping with the intent of the parties, since a layman with sufficient 
knowledge of the law to desire the consequences of survivorship should be able 
to ascertain the relatively simple procedure involved in creating a joint tenancy 
bank account 2? or an instrument in writing sufficient to create a joint tenancy 
with the right of survivorship.?% 

Frep H. Bartuit, Jr. 


PARTNERSHIP—Section 17 of the Uniform Partnership Act Held Not Appli- 
cable Where Incoming Partner Has Assumed Liability. (Illinois) 


Plaintiff sold certain tavern and restaurant equipment to one Englund under 
a conditional sale contract. Several months later, Englund entered into a written 
partnership agreement with defendants to operate a night club in which the 
tavern and restaurant equipment were being used. According to the partnership 
agreement, payments on the conditional sale contract were to be made “out of 
the partnership funds as part of the operating expense.” 1 The business venture 
was abandoned five months after the partnership was formed, and no further 
payments were made on the contract. Plaintiff thereupon initiated proceedings 
against all the partners for the balance due; Englund, however, had left the 
United States and could not be served with process. On appeal from a judgment 
for the plaintiff, held: Affirmed. Since defendants assumed the obligation re- 
maining due on the conditional sale contract, section 17 of the Uniform Partner- 
ship Act does not relieve them of personal liability for debts incurred prior to 
the formation of the partnership. Magrini v. Jackson, 17 Ill. App. 2d 346, 150 
N.E.2d 387 (3d Dist. 1958). 

In 1917 the Illinois General Assembly adopted the Uniform Partnership 
Act. Section 17 of that statute provides that: 


“A person admitted as a partner into an existing partnership is liable for all 
the obligations of the partnership arising before his admission as though he 
had been a partner when such obligations were incurred, except that this 
liability shall be satisfied only out of partnership property.” 2 
To understand the purpose of section 17, it is helpful to examine the “endless 
confusion” ? which existed prior to the passage of the Uniform Partnership Act 
in regard to the rights of partnership creditors after a change in firm membership 
without liquidation of the partnership assets. Under the early common-law rule, 
a person who formed a partnership with an individual entrepreneur or who 
entered an existing partnership could not be held liable for the pre-existing debts 
of the old entrepreneurship or partnership. Furthermore, upon the entry of the 


21Tn Illinois such agreement must, with certain exceptions be embodied in an in- 
strument in writing expressing an intent to create a joint tenancy with the right of 
survivorship. Inv. Rev. Stat. c. 76, § 2 (1957). 

22 Id. § 2(a). 

23 Id. § 2. 

1 Magrini v. Jackson, 17 Ill. App. 2d 346, 351, 150 N.E.2d 387, 390 (3d Dist. 1958). 

2Iit. Rev. Srat. c. 106%, § 17 (1957). The Uniform Partnership Act has been 
adopted in thirty-six states. 7 U.L.A. 1957 Supp. at 6 (1949). However, the effect of 
section 17 has seldom been litigated. 


37 U.L.A. § 17, at 101 (1949) (Commissioner’s Note). 
‘Existing partnership: Wright v. Brosseau, 73 Ill. 381, 383 (1874); Annot., 45 
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new partner the old firm was regarded as ipso facto dissolved, an entirely new 
partnership sprang into existence,® and all the assets of the old firm automatically 
became assets of the newly-formed partnership. Thus, the new creditors acquired 
a preference over the old creditors in the distribution of partnership assets in 
the event of business failure or liquidation for any reason.®, 

Recognizing that the granting of this preference often resulted in unjust 
treatment of the old creditors, the courts sought some theory upon which to 
bind the new partnership for the debts of the old firm. This was sometimes 
accomplished through the use of a fictitious finding that the transfer of partner- 
ship assets to the second partnership was a fraud on creditors.? This approach 
was not very satisfactory, for it resulted merely in an exchange of positions by 
the old and new creditors.8 More often the courts held the creditors of the old 
firm to be equal creditors in the new firm on the theory that the new partner- 
ship had “assumed” the pre-existing debts.® Although it would not seem to have 
been necessary to hold the incoming partner personally liable in order to ac- 
complish this result, the courts invariably did so. 

The diligence of the judiciary in finding an assumption of liability soon wore 
away much of the efficacy of the original common-law rule that the new partner 
could not be held liable for pre-existing debts. An assumption was often implied 
on the basis of extremely thin evidence of intent. Such factors as payment of 
interest on old debts, length of time in the firm, knowledge of the state of the 
books, benefit derived from contracts upon which debts were founded,!° or the 
presence of an underlying contract which was executory at the time the new 
partner entered the firm}! were regarded as sufficient evidence to infer the 
assent of an incoming partner.12 There was no requirement that the new partner 


A.L.R. 1240, 1246-50 (1926). See CoLLyer, PARTNERSHIP § 520 (Perkin’s ed. 1861); Story, 
PartNersHiIPs § 152 (3d ed. 1850). Individual entrepreneurship: Karraker v. Eddleman, 
101 Ill. App. 23 (4th Dist. 1901); Annot., supra at 1242. 

5 Mudd v. Bast, 34 Mo. 465 (1864); MEECHEM, ParTNERSHIP § 318 (2d ed. 1920); 
Fox, Dicest or THE LAW or ParTNERSHIP 69 (1872). Cf. Andrews v. Stinson, 254 Ill. 111, 
124, 98 N.E. 222, 226 (1912). 

6 The common-law rules and their results are succinctly explained in Lewis, The 
Uniform Partnership Act, 24 Yate L.J. 617, 634-36 (1915). The author of this article, 
Dr. William Draper Lewis, was the draftsman for the Uniform Partnership Act. See also 
Williston, The Uniform Partnership Act, 63 U. Pa. L. Rev. 196, 211, 212 (1914). See, 
generally, Gm.more, Law or Partnersuip § 77 (1911); 7 U.L.A. § 17 (1949) (Commis- 
sioner’s Note). A recent review of the common-law rules as they are still applied in 
Texas can be found in Bromberg and Sher, Why Texas Should Adopt the Uniform 
Partnership Act, 12 Sw. L.J. 263, 280-83 (1958). 

7 See Lewis, supra note 6, at 635, 636. 

8 Tbid. 

9 Tbid. 

10 Salter v. Hines Lumber Co., 77 Ill. App. 97, 103, 104 (1st Dist. 1897) (dictum). 
Contra, Watt v. Kirby, 15 Ill. 201 (1853). 

11 Hoffman v. Stewart, 184 Ill. App. 66, 69 (1st Dist. 1913). 

12 Most of these factors were mentioned in CoLLyEr, op. cit. supra note 4, at 510, 
511. Collyer’s treatise has had considerable influence on the development of the doc- 
trine of implied assumption. See Lewis, supra note 6, at 636. The Illinois Supreme Court, 
in Frazer v. Howe, 106 Ill. 563 (1883), quoted from Collyer, and several later appellate 
cases have adverted to this quotation. See note 28 infra. However, in Karraker v. Eddle- 
man, 101 Ill. App. 23, 31, 32 (4th Dist. 1901), the court traced the authority for the 
Collyer rule to a dictum in Ex Parte Peele, 6 Ves. Jr. 602, 31 Eng. Rep. 1216 (Ch. 1802), 
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receive any consideration from the creditor,!3 nor was it necessary that the new 
partner be found to have dealt with the creditor.‘ Although the doctrine of 
implied assumption did protect the interests of the old creditors, it often affected 
the pocketbook of the new partner in a manner never contemplated by any of 
the parties at the time the new firm was organized. Furthermore, in some juris- 
dictions prediction of results was almost impossible.15 

It appears from the Commissioner’s Notes to the Uniform Partnership Act 
that it was the purpose of the drafters in adopting section 17 to “eliminate the 
difficulty which arises when a new partner is admitted without liquidation of 
firm debts.” 16 Section 41,17 which was drafted in conjunction with section 17, 
announces the principle that ali creditors of a continuous business are to have 
equal rights in the property devoted to that business irrespective of changes in 
firm membership.!8 Section 17 assists in carrying out this principle by causing 
the incoming partner to be liable to the old creditors. As previously indicated, 
however, the liability of such a partner in regard to “obligations . . . arising 
before his admission” is restricted to his interest in the partnership property.!® 
These changes in the common law seem an equitable and easily applied solution 
to what has been described as “one of the most perplexing problems of .. . 
partnership law.” 2° The statute provides the old creditors with not only the 
security for which they originally bargained, but the value of the new partner’s 
contribution as well. 

Even so, a new partner could no doubt contract away this statutory limita- 
tion on liability through the medium of an express agreement to assume the pre- 
existing debts. In the instant case, it was felt that the terms of the partnership 
agreement, under which the debt to plaintiff was recognized and provision made 
for its discharge as an expense of the partnership,?! constituted a third party 
beneficiary contract in favor of the plaintiff. While it may be argued that 
these provisions were regarded by the court as comprising an express agree- 
ment to assume liability, the two Illinois cases 2? relied on in the opinion were 


which was taken from a similar dictum of Lord Eldon in Sheriff v. Wilkes, 1 East 48, 
102 Eng. Rep. 19 (K.B. 1800). In neither of these cases was the defendant held liable. 

18 This would not be true in those states which did not allow a third party bene- 
ficiary to sue at law. See MEECHEM, Op. cit. supra note 5, at § 319. 

14 Kearney v. Snodgrass, 12 Ore. 311, 317, 7 Pac. 309, 314 (1885). 

15 For an exhaustive treatment of the common-law cases involving assumption of 
liability, see the excellent annotation beginning at 45 A.L.R. 1240 (1919). 

167 U.L.A. § 17, at 100 (1949) (Commissioner’s Note). 

17 Tuy. Rev. Stat. c. 106%, § 41 (1957). Note that the language of section 41(7) is 
substantially identical to the language of section 17. See Lazowski v. Petimezas, 217 Ill. 
App. 11 (1st Dist. 1920), discussed in Annot., 45 A.L.R. 1240, 1281 (1926), where the 
court apparently ignored sections 41 and 17 and applied the previously existing com- 
mon-law rules. 

18 See 7 U.L.A. § 41 at 229-30 (1949) (Commissioner’s Note). See also Lewis, supra 
note 6, at 635-37; MEECHEM, op. cit. supra note 5, at § 462. 

19 TL. Rev. Stat. c. 106%, § 17 (1957). This restriction was inserted to “preserve 
the present law as nearly as possible.” 7 U.L.A. § 17, at 101 (1949) (Commissioner’s 
Note). As has been noted, the common-law rule was that a new partner was not liable 
for debts incurred prior to his entry into the business. 

207 U.L.A., supra note 18. 

21 See note 23 infra. 

22 Peterson & Kimball Co. v. Thompson, 192 Ill. App. 589 (1st Dist. 1915) (abst.); 
Hoffman v. Stewart, 184 Ill. App. 66 (1st Dist. 1913). 
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decided before the passage of the Uniform Partnership Act and were grounded 
on the doctrine of implied assumption. It may also be noted that the pertinent 
provisions of the partnership agreement could easily have been construed to 
limit liability rather than to extend it.23 The court’s reliance on the fact that 
the contract was executory and that the defendants had derived some benefit 
from the contract is a further indication that liability was predicated upon an 
implied agreement to assume pre-existing debts. 

Perhaps even an implied assumption should be regarded as sufficient basis 
for holding the statute inapplicable. Yet in view of the added security which 
section 17 now provides the old creditors, it would seem proper to suggest 
that the evidence of such an implied assumption be tested by a more stringent 
standard than that which prevailed at common law. The creditor’s position is 
now improved rather than damaged by the formation of the new partnership, 
for under the statute the increase in partnership assets accrues to the creditor’s 
benefit.24 Absent a showing that the incoming partner has either accepted new 
consideration 25 from the creditor or has by his actions induced detrimental 
reliance, the creditor’s reasonable expectations of payment appear to be more 
than amply protected by the provisions of the Uniform Partnership Act.?¢ 

In the instant case, the plaintiff neither extended credit to the defendants 
nor relied on them to discharge the debt incurred by Englund. The fact that 
Englund was prohibited by the terms of the conditional sale contract from 
transferring any interest in the property or the contract until payment was 
completed 27 is an indication that the plaintiff relied solely on him. Further, the 
plaintiff’s right to retake possession of the property upon nonpayment of the 
debt was an advantage not available to most creditors. In view of these facts, 
it is arguable that the court in the instant case could have justifiably denied 
the plaintiff access to the personal assets of the defendants.28 


23 As indicated in the statement of facts, the payments on the conditional sale con- 
tract were to be made, according to the partnership agreement, “out of the partnership 
funds as part of the operating expense.” (Emphasis added.) The court held this to be 
evidence of an intent to personally assume the debt. The defendants emphasized the 
italicized words as indicating that although they were to be liable to the plaintiff, their 
liability was to extend only to partnership property, and that the contract therefore 
conformed expressly to the provisions of section 17. Brief for Defendant, p. 15. 

24 However, at the time this suit was instituted the partnership funds, including 
the contributions of the defendants, had been entirely exhausted. 

25 Cf. Wine Packing Corp. v. Voss, 37 Cal. App. 2d 528, 100 P.2d 325 (1940), where 
it is said, partly in reliance on a California statute, that fresh consideration is necessary. 

26 But see Ellingson v. Walsh, 15 Cal. 2d 673, 104 P.2d 507 (1940), cited in Pecaro- 
vich v. Becker, 113 Cal. App. 2d 309, 298 P.2d 123 (1952), where it was said that section 
17 does not attempt to interfere with the general rules of contract or property. 


27 Abstract of Record, p. 22. 

28 Furthermore, it may be that the instant case goes further to protect the interests 
of a partnership creditor than any previous Illinois decision. However, in Peterson & 
Kimball Co. v. Thompson, 192 Ill. App. 589 (1st Dist. 1915) (abst. dec.), it was 
apparently held that where an old partner admits that a pre-existing debt is still owing, 
and makes this admission after the new partners have entered the firm, the new partners 
are bound to pay the old debt. The facts of the case would not seem to have required 
such an extreme holding, and although the Peterson case was cited by the instant court, 
it seems doubtful that the decision would ever be expressly relied upon. 

The holding of the Illinois Supreme Court in Wright v. Brosseau, 73 Ill. 381, 383 
(1874), to the effect that an assumption must be express to be enforceable has resulted 
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In any event, it seems unfortunate that the court chose to dispose of section 
17 so summarily. The opinion merely states, in two terse sentences, that the 
statute does not apply when there has been an assumption of liability. There 
is no discussion of the meaning or purpose of section 17, nor any explanation 
as to how the express language of that section was avoided.2® Yet the facts of 
case would seem to justify a thorough analysis of the statute and of the common- 
law background against which it was enacted. 


F. Louts BEHRENDS 


in the application of a fairly strict standard in most of the Illinois cases. In Salter v. 
Hines, 77 Ill. App. 97 (1st Dist. 1897), there is a statement to the effect that slight 
evidence is all that is needed to imply an assumption of previous debts, but liability 
was apparently predicated chiefly on the fact that the defendant had actually made 
payments on account. There was also testimony that the incoming partner had ex- 
pressly assumed the debt. In Lazowski v. Petimezas, 217 Ill. App. 11 (1st Dist. 1920), 
it was said that an assumption must be express. And see note 17 supra. However, in 
Frazer v. Howe, 106 Ill. 563 (1883), the widow of a deceased partner was held to have 
impliedly assumed certain previous debts because the contract involved was executory 
at the time she entered the firm and because she had received some benefit from that 
contract. The court relied on statements found in an early treatise, but as is shown in 
note 12 supra, those statements can be traced to dicta in an early English decision. 
The case is perhaps distinguishable from the instant case on the ground that the death 
of a partner, rather than the admission of a new partner, dissolved the partnership. It 
is clear, moreover, that the close relationship between the deceased partner and the 
new partner was an influential factor in the decision. In Hoffman v. Stewart, 184 Ill. 
App. 66 (1st Dist. 1913), cited by the court in the instant case, the principle laid down 
in the Frazer decision in reference to executory contracts was regarded as controlling. 
The plaintiff in the Hoffman case recovered wages which had been earned before the 
entrance of the new partners. The factor which seems to distinguish the instant case 
from the Hoffman decision is the additional security which the present plaintiff had 
in the form of a right to repossess the property. However, the decisions seem to turn 
on the actions of the defendant regardless of the position of the plaintiff. 

29 The court might have argued, as did the trial court in an unpublished opinion, 
that section 17 did not apply because there was no existing partnership. Cf. Arnold 
Barber & Beauty Supply v. Provonce, 221 Ark. 385, 253 S.W.2d 367 (1952). However, at 
common law the same rules were applied whether the defendant had entered an existing 
partnership or merely formed a partnership with an individual entrepreneur. See note 4 
supra. 
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